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SPECIAL NOTE 


After this brief had been printed! and bound, the Janu- 
ary 1958 issue of the Harvard Law Review was published, 
containing a “Recent Case” discussion of the lower court’s 
decision herein. The citation is 71 Harv. L. Rev. 562. 


This impartial analysis in substance duplicates a large 
part of our argument in this brief and arrives at the same 
conclusions. We respectfully urge the Court to read it. 
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Statement of Questions Presented 


The questions presented are: 


1. Whether the principal business of appellees (char- 
tered as life insurance companies in the District of Colum- 
bia), consisting in offering and selling to the public ‘‘vari- 
able annuity’’ contracts which convey interests in a 
common fund managed, invested and reinvested by ap- 
pellees chiefly in common stocks constitutes: 


A. ‘‘the business of insurance’’ as that phrase is 
used in the MeCarran-Ferguson Act (Act of March 9, 
1945, 59 Stat. 33, as amended, 15 U. S. C. $§ 1011-1015) ; or 


B. the offering and sale of ‘‘investment contracts”’ 
defined as ‘‘securities’’ by §2(1) of the Securities Act of 
1933 (Act of May 27, 1933, § 2(1), 48 Stat. 74, as amended, 
1D VU. S.C. Si7b(h))s 


2. Whether such contracts must be registered with the 
Securities and Exchange Commission as ‘‘securities’’ un- 
der §§5 and 10 of the Securities Act of 1933 (15 U.S. C. 
§§ Te, 779) ; 

3. Whether appellees, in view of the nature of their 
business, must register with the Securities and Exchange 
Commission as investment companies under $8 of the In- 
vestment Company Act of 1940 (Act of August 22, 1940, 
d4 Stat. 789, 15 U.S. C. § 80a-8) ; and 


4. Whether the offering arid sale of appellees’ ‘‘vari- 
able annuity’’ contracts should not have been enjoined by 
the trial court unless and until appellees comply with the 
provisions of the Securities Act of 1933 and the Invest- 
ment Company Act of 1940, including, but not limited to, 
the provisions of those Acts specified above. ~ 
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Jurisdictional Statement 


This action was commenced on June 19, 1956 by a com- 
plaint filed in the United States District Court for the 
District of Columbia by the Securities and Exchange Com- 
mission (herein referred to as ‘‘the SEC’’ or ‘‘the Com- 
mission’’) against the Variable Annuity Life Insurance 
Company of America (herein referred to as ‘‘VALIC’’). 


The complaint (1 App. 3)’ alleges that VALIC has sold 
and is offering to sell to the public a security (a contract 
designated by the coined name ‘‘variable annuity’’) 
through the mails and means or instrumentalities of inter- 
state commerce without compliance with and in violation 
of the provisions of the Securities Act of 1932; and, fur- 
ther, that VALIC is an investment company within the 
definition set forth in the Investment Company Act of 
1940 and was and is employing the mails and means or in- 
strumentalities of interstate commerce in the operations 
of the company without having registered with the Com- 
mission or having complied with the provisions of the In- 
vestment Company Act of 1940. The prayer for relief is 


that VALIC be enjoined from these activities unless and 


until it complies with the two Acts. 


The Commission was authorized to initiate the action 
by §20(b) of the Securities Act of 1933 (15 U. S. C. 
§ 77t(b)) and §42(e) of the Investment Comvany Act of 
1940 (15 U. S. C. § 80a-41(e)). The District Court had 
jurisdiction of the action by virtue of §22(a) of the 
Securities Act of 1933 (15 U. S. C. § 77v(a)) and § 44 of 
the Investment Company Act of 1940 (15 U.S. C. § 80a-43). 

* References to volume and page of the Joint Appendix are indicated in the 
usual style as ( App. ); to the Appendix of this brief (BA. ); to any 
part of the transcript not printed in the Joint Appendix (Tr. ). References 
to exhibits will give the exhibit number and page on which printed in the 


Joint Appendix; e.g. (Pl. Exh. No. 1, App. Court exhibits are 
referred to as (Ct. Exh. No. 


2 


The answer of VALIC (1 App. 11) was filed on July 25, 
1956. It admits that VALIC has sold and is selling ‘‘vari- 
able annuity’’ contracts through the mails and means or 
instrumentalities of interstate commerce and that it has 
not complied with the provisions of the Securities Act of 
1933 or the Investment Company Act of 1940. It denies 
that the ‘‘variable annuity”’’ contract which VALIC sells 
is a security and that VALIC is an investment company. 
Affirmatively, it pleads that VALIC’s ‘‘variable annuity”’ 
contract is insurance, that its operations are those of an 
insurance company; and that insurance companies are 
addition, it alleges that by operation of the MceCarran- 
Ferguson Act the Securities and Exchange Commission 
is without jurisdiction and that the Superintendent of In- 
surance for the District of Columbia has exclusive juris- 
diction of VALIC’s activities. i 


On motion, The Equity Annuity Life Insuranze Com- 
pany (herein referred to as ‘‘EALIC’’) was allowed to in- 
tervene as a party defendant on December 6, 1956. EALIC 
filed an answer to the complaint on January 4, 1956 (1 
App. 23). This answer is in substance the same as as 
VALIC’s. 


On motion and by consent order entered on March 18, 
1957 the National Association of Securities Dealers, Ine. 
(herein referred to as ‘‘the NASD’’) was allowed to in- 
tervene as a party plaintiff (1 App. 26-29). The NASD 
is a duly organized national securities association regis- 
tered with the SEC’ having powers conferred by §15A 
of the Securities Exchange Act of 1934, as amended, Act of 
June 6, 1934, 48 Stat. 881, as augmented by Act of June 
29, 1938, § 1, 52 Stat. 1070, 15 U. S. C. § 780-3. 


*In the matter of Application by National Association of Securities Dealers, 
Inc., for Registration as a National Securities Association, 5 S. E. C. 627 (1939). 


qv 
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The case was tried on June 10-14 and 17-21, 1957, in- 
clusive. 


The district court’s Opinion, Findings of Fact and Con- 
clusions of Law were filed September 3, 1957 (1 App. 82). 
The trial court held that ‘‘The investment provisions of 
the variable annuity bring the contract within the pur- 
view of the Securities Act of 1933 and the Investment 
Company Act of 1940,’’ but that under the provisions of 
the McCarran-Ferguson Act the Superintendent of In- 
surance of the District of Columbia and the insurance 
officials of the states in which defendants have been li- 
censed to do their insurance business have exclusive regu- 
latory jurisdiction over defendants. An Order dismiss- 
ing the complaint was entered on September 30, 1957 (1 
App. 113). 


The SEC and NASD each, in that order, filed Notice of 
Appeal on October 21, 1957. The record on appeal was 
filed in this court on December 16, 1957. The SEC appeal 
was docketed as Case No. 14253, the NASD’s as Case No. 
14254. On motion this court ordered consolidation of the 
two cases for purposes of filing a Joint Appendix and for 
argument. 


This court has jurisdiction of the appeal. 28 U.S. C. 
§ 1291. 


Statement of Case 


Appellees’ principal business is selling to the public, 
through the mails and in interstate commerce, a specula- 
tive’ investment in a pool of common stocks. The con- 


’ *In using the word “speculative” here and elsewhere in this brief we do not 
imply that appellees’ portfolios would necessarily consist of “cats and dogs.” 
We use “speculative” to emphasize that any investment involves some element 
of risk. This is not true of insurance, where the risk is shifted to the issuer. 
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tract bears the coined name ‘‘variable annuity,’’ a term 
without ancestry in either law or lexicography.* 


The buyer of a ‘‘variable annuity’’ purchases shares 
(‘accumulation units’? and ‘‘annuity units’’) in a fund 
invested chiefly in common stocks. The fund is managed 
exclusively by the seller (appellees). The buyer (con- 
tract holder) bears the risks of loss. There is no risk- 
shifting or risk-distributing. 


The NASD maintains that these contracts are ‘‘securi- 
ties’? and their issuers ‘‘investment companies’’ and that 
in consequence the contracts must be registered under the 
Securities Act of 1933 and the companies registered under 
the Investment Company Act of 1940 in order to give the 
investor and the public the protection afforded by those 
Acts. 


Appellees, both of which have received from the Super- 
intendent of Insurance for the District of Columbia (here- 
in referred to as ‘‘the Superintendent of Insurance’’) 
certificates of authority to transact -he busiress of life 
insurance and ‘‘variable annuities,’’ contend that the 
‘‘variable annuity”’ is insurance and that the McCarran- 
Ferguson Act exempts it and their related operations 
from the Federal statutes administered by the SEC. 


The trial court premised its dismissal of the complaint 
on the erroneous and unsupported conclusion that the 
MeCarran-Ferguson Act prevented it from granting the 
relief prayed for. The court failed, however, to make the 
findings indispensable to the application of the McCarran- 
Ferguson Act, namely, that the ‘‘variable annuity’’ is 
wmsurance and the operations which it involves are ‘‘the 


* To avoid confusion and to distinguish a “variable annuity” from an “annuity” 
the former is enclosed in quotes, the latter italicized. 





business of insurance.’’ Indeed, it made other findings 
which contradict its conclusion in this respect: It found 
that (1) ‘‘the variable annuity * * * has a marked differ- 
ence from the conventional insurance contract’? (Opinion, 
1 App. 85); (2) the contract purchaser is an investor who 
buys shares in a pool of common stocks managed by ap- 
pellees with the hope of gain, but who also bears the risks 
of loss (Findings of Fact 43-74, 1 App. 107-110); and 
(3) absent the McCarran-Ferguson Act ‘‘The logic of the 
law applied to the established facts seems to bring the 
variable annuity contract within the purpose and intend- 
ment of the Securities Act, and the defendants within the 
terms and plan of the Investment Company Act’’ (Opin- 
ion, 1 App. 89; Conclusions of Law, 1 App. 112). 


The error of the Court’s action in dismissing the com- 
plaint, therefore, is its predicate that the McCarran-Fer- 
guson Act exempts companies chartered as insurance com- 
panies, regardless of the type of business in which they 
engage, from Federal jurisdiction in contradiction of the 
unambiguous expressed statutory exemption limited to 
“the business of insurance’’; and, also, that approval of 
a contract by the Superintendent of Insurance, a minis- 
terial officer, is an unassailable determination that the 
contract is insurance (Opinion, 1 App. 90-1). 


I 
The “Variable Annuity” Scheme 


The ‘‘variable annuity’’ is not an established legal or 
economic concept. The scheme that is now associated with 
the term came into being in 1952 (1 App. 490). As late 
as 1956 it had not been adopted by any ‘‘regular life- 
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insurance company.’ The evidence indicates that ap- 
pellees are the first corporations chartered as life insur- 
ance companies to offer to the public contracts called 
‘‘variable annuities’? and to assert that such contracts are 
insurance. 


Let us make clear at the outset what elements of appel- 
lees’ business are insurance. They are of exceedingly 
minor importance. The appellees are authorized to sell 
and do sell some forms of life insurance and total and 
permanent disability insurance, though none is sold sepa- 
rately. Where such insurance is provided for in the same 
document with a ‘‘variable annuity’’ contract the NASD 
does not suggest that the true insurance features be 
treated as anything other than insurance. Wowever, the 
‘‘variable annuity’’ is also offered for sale and sold to 
persons of certain ages and uninsurable persons without 
life insurance (1 App. 127-128). 


In those instances where the purchaser of a ‘‘variable 
annuity’? must simultaneously and in the same instru- 
ment ‘contract for decreasing term life insurance, the mini- 
mum amount required, when weighed against the ‘‘vari- 
able annuity’’ provisions of the contract, is de minimis. 
In the case of the specimen contract, out of a total of 
$30,000 paid by the contract holder only $100.85 or 3/10 
of 1% would be applied to life insurance premiums (1 
App. 161-162).? 


The ‘‘variable annuity’’ contracts offered for sale and 
sold by appellees are printed in a format usually associ- 


* Maclean, Life Insurance (8th Ed. 1957) pp. 57-8. 

, See BA. 87 for calculations involved in determining the minimum amount 
of life| insurance and the relative percentages of payments which apply to 
insurance and the purchase of “accumulation units.” 


a 
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ated with insurance policies. Each uses, wherever pos- 
sible, terms found in insurance nomenclature; but the 
terms defined in the contracts, when applied to the ‘‘vari- 
able annuity’’ provisions, do not have the same meaning 
or legal effect as in insurance policies. A great number of 
the terms apply only to the life insurance previsions (if 
any) of the contract. The terms and formulae in the pro- 
visions relating to the so-called ‘‘variable annuity’’ are 
foreign to insurance (1 App. 554-5). 


Maclean, who was called to the stand by appellees as an 
expert witness, in his text, Life Insurance (8th Ed. 1957) 
at page 57, described the ‘‘variable annuity’’ scheme as 
follows: 


‘¢*Premiums for these annuities [sic] are invested in 
a separate fund and exclusively in common stocks. 
Each premium buys a number of ‘accumulation units’ 
in the fund, the number depending on the current 
market valve of a unit. At the retirement date the 
current value of all the accumulation units owned is 
converted into a life annuity [sic] of a fixed number 
of ‘annuity units’. The cash payment to an annuitant 
on any payment date is the current value of the fixed 
number of annuity units to which he is entitled.”’ 


I 
Appellees’ “Variable Annuity” Contracts 


The legal character of the ‘‘variable annuity’? con- 
tracts offered for sale and sold by appellees can be de- 
termined only by the application of prevailing law to an 
analytical exposure of the product sold and tke relation- 
ships established between seller and buyer. 


Pls. Exh. No. 1 (2 App. 567) is a specimen contract 
which the court made part of its Opinion and found to be 
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typical of the ‘‘variable annuity’? scheme in the various 
contracts offered and sold by appellees (1 App. 84).? It 
proves that the ‘‘variable annuity’’ contract is divided 
into two principal parts: (a) the accumulation or pay-in 
period during which time the contract holder is making 
payments to VALIC and VALIC invests the net of such 
payments in a common stock fund for the account of the 
contract holder; and (b) the so-called ‘‘variable annuity’’ 
period when VALIC invests a capital payment by a con- 
tract holder in the same common stock fund, the interest 
of the contract holder being purchased shares called ‘‘an- 
nuity units,’’? and thereafter makes monthly payments to 
the contract holder of an uncertain amount, if any, for 
each ‘annuity unit’’ valued on the basis of VALIC’s in- 
vestment experience with the fund (Opinion, 1 App. 84-5). 
A contract holder who participates in the accumulation 
period has no obligation to continue his participation in 
the scheme into the ‘‘variable annuity’’ period (1 App. 
170, 494). 


A. The ACCUMULATION PERIOD 


1. The Value of An “Accumulation Unit” 


The value of an ‘‘accumulation unit’’ as of June 30, 
1956, is established in the VALIC contract as $1.00. It is 


* This particular contract has been sold and is being sold by VALIC. EALIC 
stipulated that its contracts are “in all material respects” the same as VALIC’s 
(1 App. 540). 

*At appropriate points in this statement and brief we will make specific 
reference to appellants’ undisputed expert testimony on the nature of “variable 
annuities.” At this point in the statement, however, we urge the court to 
read that testimony as a connected whole. The subject is a difficult one; and 
we respectfully suggest that it can best be comprehended after an_ initial 
unbroken reading of the analysis contained in the testimony of Mr. Russell 
Owen: Hooker at 1 App. 115 Mr. Hooker is at present a consulting 
actuary and president of the/Insurance City Life Company of Hartford. 
He was actuary of the Conrfcticut State Insurance Department from 1928 
to 1956 and is otherwise well{qualified in the field. See 1 App. 115-123. 
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recomputed as of the last day of each succeeding month 
by multiplying the value as of the last day of the pre- 
ceding month by what the contract terms the ‘‘net invest- 
ment factor.’’ The formula for arriving at the ‘‘net in- 
vestment factor’’ is prescribed in the contract and is 
illustrated in Pls. Exh. No. 3-C (2 App. 632). It is unity 
plus the percentage net increase or decrease in the value 
of each accumulation unit resulting from VALIC’s in- 
vestment experience during the month. The value of a 
unit as determined as of the last day of a given month 
continues to be the value until the last day of the follow- 
ing month. The following example is taken from VALIC’s 
work sheets (Pls. Exh. No. 4, 2 App. 651): the dollar 
value of an accumulation unit at October 31, 1956, was 
1.000785 and the net investment factor for November was 
C.997847 resulting in the value of an accumulation unit 
being 0.998630 as of November 30, 1956, whieh value re- 
mained fixed until a like computation was made at the end 
of the following month (Pls. Exh. No. 3-D, 2 App. 634).’ 
Precisely the same formula can be used to reach precisely 
the same result in measuring the increase or decrease in 
the value of shares in an investment fund (1 App. 307-321; 
Pls. Exh. No. 14, 2 App. 725). 


2. The Purchase of “Accumulation Units” 


The number of accumulation units credited to a contract 
holder’s account is the amount of his payment available 
for the purchase of such units divided by the value of an 
accumulation unit as of the last day of the month in which 
payment is made (2 App. 634). The method of calculat- 


*See Pls. Exhs. Nos. 3-C and 3-D (2 App. 632-634) and expert testimony 
(1, App. 136-146). 

* The amount available for purchase of accumulation units is that amount 
remaining after deduction from the total payment of premiums for life and 
disability insurance, if any. and a specified percentage for general company use 
for expenses and profits (Pls. Exh. No. 3-F, 2 App. 637; 1 App. 154-163). 
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ing the number of accumulation units purchased by each 
payment is illustrated in Pls. Exh. No. 3-E (2 App. 635)." 
The progress of a series of payments is depicted in Pls. 
Exh. No. 3-F (2 App. 637).2 Each year VALIC notifies 
the contract holder of the total number of accumulation 
units credited to his account and the value of each of such 
units as of the date of notification (Pls. Exh. No. 1, par. 
4(c), 2 App. 569).* 


3. “Cash Value” of Accumulation Units 


At any time during the accumulation period the con- 
tract holder may surrender his accumulaticn units to 
VALIC and be paid an amount equal to the number of 
accumulation units times the value of an accumulation 
unit as of the last day of the month in which the company 
receives the application for surrender (Pls. Exh. No. 1, 
par. 14, 2 App. 573).* An illustration of a ‘‘Cash Value”’ 
transaction is set forth in Pls. Exh. No. 3-J (2 App. 641).° 
This is in contrast to an insurance policy or annuity con- 
tract in which the cash value, if any, is fixed and guaran- 
teed (1 App. 498). 


4. “Policy Loans” 


What the contract terms a policy loan is a transaction 
in which the contract holder surrenders to the company a 
number of his accumulation units for their value at the 
time of the ‘‘loan’’ transaction. If he repays the amount 
of the ‘‘loan’’ his account is not credited with the same 


* For expert testimony explaining this exhibit see 1 App. 146-154. 

*For expert testimony explaining this exhibit see 1 App. 155-163. 

* Pls. Exh. No. 18 (2 App. 743) is an actual notification. 

“The company takes a small deduction from the total amount if the accumu- 
lation units are cashed in during the first five years of the contract (id.). 

*For expert testimony explaining this exhibit see 1 App. 168-171. 








? 
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number of accumulation units he surrendered at the time 
of obtaining the ‘‘loan.’’ Instead, upon repayment of the 
amount which he had received as a ‘‘loan,’’ his account is 
eredited only with the number of accumulation units the 
amount will purchase as of the date of repayment. Pls. 
Exh. No. 3-G is an illustration of a ‘‘poliey loan’’ trans- 
action (2 App. 639). This is in contrast to an insurance 
policy or annuity contract in which loan values are fixed 
and guaranteed and therefore have no element of specula- 
tion. 


5. Voluntary Termination of the Contract by the Contract 
Holder or Payment at the Death of the Contract Holder 
During the Accumulation Period 

If the contract holder dies or voluntarily terminates his 

‘‘variable annuity’’ during the accumulation period, the 

value of his contract is the cash value (see 4, above)— 

the number of accumulation units credited to his account 
times the value of a unit at the time. The provisions 
relevant to these events are outlined and illustrated in 

Pls. Exhs. Nos. 3-J, 3-K and 3-L (2 App. 641-642).2 This 

is in contrast to an insurance policy or annuity contract 

where the value upon the happening of either of these 
occasions is fixed and guaranteed. 


6. Absence of Mortality Factor in Accumulation Period 


There is no mortality factor in the accumulation period 
(Finding 59, 1 App. 108: 1 App. 245). The value of ac- 
cumulation units is not affected by mortality experience 
with relation to a mortality table. 


* For expert testimony explaining this exhibit see 1 App. 163-166. 
* For expert testimony explaining these exhibits see 1 App. 168-175. 
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7. The Contract Holder Takes the Risks 


Throughout the accumulation period—whether it be a 
year, 20 years or 70 years—the contract holder bears the 
risks attendant upon the investment of his funds by VALIC 
(Finding 49, 1 App. 108; 1 App. 175). VALIC makes no 
guarantee as to the increment to be realized, or that there 
will be any increment or that there will not be a loss in 
the value of accumulation units. Its obligations are re- 
stricted to the management of the fund, for which it re- 
ceives a fee of .0015 per month per dollar of assets come 
what may (Pls. Exh. No. 1, pars. 18, 19, 2 App. 574)." 


The ‘worth of a contract holder’s accumulation units is 
determined solely by the company’s investment experience, 
which cannot be prognosticated because of the human equa- 
tion involved in management and the day to day and cyeli- 
eal fluctuations in the value of a pool of common stocks. 


The appellees in their sales literature and through the 
testimony of one of their expert witnesses take the posi- 
tion that the value of a diversified portfolio of common 
stocks ‘‘tends’’ to increase with the rise in the costs of 
living index attributable to ‘‘inflation.’’ They make no 
guarantee that the fund which they manage will do so 
(Pls. Exh. No. 1, 2 App. 567). They make no guarantee 
that for a dollar invested now they will in the future pay 
to the contract holder, in the event of future inflation, suffi- 
cient dollars to insure the same purchasing power as the 
purchasing power of the dollar at the time of investment 
(id.). Moreover, they make no guarantee that the same 
number of dollars will be paid back no matter what thev 
are worth at the time of payment (id.). In their sales 
literature they avoid mention of the consequences of de- 
flation (Pls. Exhs. Nos. 17, 19-24, 26, 27). The trial court 


* The .0015 per month is equal to 1.8% per annum (1 App. 138). 
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found that ‘‘While the contract would provide a kind of 
hedge against the effect of inflation, it would give no in- 
surance against the effect of depression’’ (Opinion, 1 App. 
86). 


It is a matter of common knowledge that the value of 
common stocks is volatile, affected not only by the manage- 
ment and economic condition of the issuing companies; 
but also by such remote factors as the laws of supply and 
demand, international developments, rumors and even the 
health of the Chief Executive. Such factors have within 
the past few vears deflated the market value of many com- 
mon stocks though the cost of living has steadily risen. 


The contract contains no provision that the liabilities of 
inflation or deflation are shifted from the contract holder 
to the company or distributed among the contract holders. 
It contains no provision guaranteeing the contract holder 
indemnification upsn the occurrence of an insurable con- 
tingency.* 


8. Opportunities for “Speculation” in the Accumulation Period 


The contract provides that the contract holder may pay 
his premium ‘‘on or before’’ a specified date (Pls. Exh. 
No. 1, **Premiums’’s 3 App. 567); and, “The * * * pre- 
mium will be applied as of the last day of the calendar 
month in which the total premium is paid, to provide ac- 
cumulation units on the basis of the then current value 
of such units * * *’’ (id. par. 4, 2 App. 569). If a contract 
holder is of the opinion that the market value of VALIC’S 
portfolio is at a low, he can speculate on a rise by paying 


‘Italics used for emphasis in this and succeeding quotations have in each 
case been added. 

* An expert witness called to the stand by appellees testified that “Speculative 
risks, particularly investment risks, are not insurable because they do not 
satisfy the essentials of insurance risk” (1 App. 460). 
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some or all of his annual ‘‘Premiums’’ hoping to gain 
by future increase in the portfolio value (Finding 48, 1 
App. 108). 


The contract provides for ‘‘a grace period of 31 days 
* * * for the payment of every premium after the first 
** *” (Pils. Exh. No. 1, par. 2, 2 App. 569); and the pre- 
mium ‘‘will be applied as of the last day of the calendar 
month * * * to provide accumulation units’’ (id. par. 3,' 
2 App. 569). If the contract holder is of the opinion 
that the market value of VALIC’S portfolio will be less in 
the succeeding month than the month in which his ‘‘Pre- 
mium’’ is due, he can withhold his ‘‘Premium’”’ payment 
until the succeeding month with the hope that by so doing 
the same amount of ‘*Premium”’ will purchase for him 
a greater number of accumulation units. In an insurance 
policy or an annuity contract the grace period is required 
by law (D. C. Code § 35-703, 705) and affords no oppor- 
tunity of speculative gain or loss. 


If a contract holder is of the opinion that the market 
value of VALIC’S portfolio is at a high, and he anticipates 
a sharp decrease in value, he can ‘‘borrow”’ the cash sur- 
render value of his contract at that time (Pls. Exh. No. 1, 
pars. 14 and 15, 2 App. 573-574), with the intent to buy 
back in, in the future, when the value of accumulation 
units is at a low. By this maneuver, if he guesses right, 
he can: (1) acquire the same number of accumulation units 
and have a cash profit left over; or (ii) for the amount 
he received when he sold out he can purchase a greater 
number of accumulation units than he would have had 
if he had remained in VALIC’S plan throughout the inter- 
vening period (1 App. 166). 





1) 


B. THE “VARIABLE ANNUITY” PERIOD 


To participate in the ‘‘variable annuity’’ period the 
contract holder makes a capital payment to the company. 
In the case of a person who participated in the ‘‘aceumula- 
tion period’’ this payment is the ‘‘Cash Value”’ of his 
‘‘accumulation units*’ the last day of the second calendar 
month immediately preceding the effective date of the 
‘‘variable annuity’’ (Pls. Exh. No, 3-N, 2 App. 643)... In 
the case of a single payment immediate ‘‘variable an- 
nuity’’ the payment is in cash (Pls. Exh. No. 7, 2 App. 677). 
The amount of this capital payment, less loading charges, 
becomes part of the ‘‘Value of assets invested, or avaii- 
able for investment’? by the company in a portfolio of 
common stocks (Pls. Exhs. Nos. 3-C and 3-0, 2 App. 632- 
644).? 


In return for his capital investment the contract holder 
is guaranteed a first monthly payment of a fixed amount 
at so much per thousand dollars of capital invested. This 
payment is based on the Progressive Annuity Mortality 
Table at 314% interest (Pls. Exh. No. 3-N, 2 App. 648, 1 
App. 175-178). But even the amount of this payment is 
uncertain during the accumulation period since the contract 
holder has no way of knowing how many accumulation 
units he will have acquired or their value at the time he 
enters the ‘‘variable annuity’’ period. At the time of 
ealeulation of the first payment an additional calculation 
is made and the contract holder is credited with a number 
of ‘‘annuity units.’” The number of these units remains 
fixed for the term of the ‘‘variable annuity’? (Pls. Exhs. 
Nos. 3-O, 3-P, 2 App. 645).* 


*For expert testimony explaining Pls. Exh. No. 3-N see 1 App. 175-178. 

* For expert testimony explaining Pls. Exhs. Nos. 3-C and 3-O see, respec- 
tively, 1 App. 136-142, 178-180. 

*For expert testimony explaining Pls. Exh. No. 3-P see 2 App. 178-182. 
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The amount of each monthly ‘‘variable annuity’’ pay- 
ment subsequent to the first is equal to the number of ‘‘an- 
nuity units’’ credited to the contract holder times the 
applicable value of an ‘‘annuity unit’? for that month 
(Pls. Exhs. Nos. 3-O and 3-P, 2 App. 644, 645). It is not 
fized by reference to any rate of interest or any mortality 
table (1 App. 495-497). The value of an ‘‘annuity unit”’ 
fluctuates with the company’s investment experience in 
each month as reflected by the ‘*net investment factor’’ 
(id.).' The company makes no guarantee as to the amount, 
if any, of any monthly ‘‘variable annuity’’ payment (id.). 


1. Absence of Risk-Shifting or Risk-Distributing in the “Vari- 

able Annuity” 

In an annuity issued by a legal reserve life insurance 
company, the company in consideration for a capital pay- 
ment guarantees fixed payments to the annuitant for a 
specified term (1 App. 123). The issuing company’s pro- 
jections as to mortality and the rate of interest it may 
earn from investments are of concern only to the company. 
It alone bears the risks of adverse mortality experience and 
the risks of failure to realize the rate of interest in the 
ealeulations of its annuity offer (1 App. 124-123).1. The 
annuitant is a general creditor of the company and can 
seek payment of this debt from its assets upon its insol- 
vency or dissolution (1 App. 124).?. As the trial court said 
in its Opinion (1 App. 85): 





*For an illustration of the method employed by an insurance company in 
determining the premium, see Handbook of Life Insurance, published by The 
Institute of Life Insurance (2d ed.) pp. 39-42, Library of Congress, Catalogue 
Card No. 50-5218. 

Cf. '8 Couch, Cyclopedia of Insurance Law, §§ 2043-2045. Cf. the classic 
description of the rights of an insurance policy holder appearing as follows in 
People v. Security Life Ins. & Annuity Co., 78 N. Y. 114, 123 (1879): 

“The fund produced by the payment of all the premiums does not in any 
serise belong to the policy-holders but belongs exclusively to the company ; 
and the policy-holders are interested in it in the same way only that the 
creditors of any other corporation are interested in its funds.” 
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‘¢* * * Whereas the money paid for conventional in- 
insurance becomes the absolute property of the insur- 
ance company, the money paid for a variable annuity 
goes into an investment fund which becomes, by op- 
eration of law if not by express terms of the contract, 
a trust fund for the equitable interests of the contract 
holder. And, whereas the conventional insurance pol- 
icy obligates the insurance company to pay the policy 
holder a definite fixed amount at specified times, the 
variable annuity contract obligates the company is- 
suing it to pay at stipulated times, not fixed dollar 
amounts, but only such amounts as are warranted by 
the investment experience of the company managing 
the fund.”’ 


The conventional annuztant’s risk of outliving his capital 
is shifted to the company and the risk for a group of an- 
nuitants is distributed among them, 2.e., those of the group 
who die early make available capital for the fixed payments 
to those having extended longevity. 


In the ‘‘variable annuity’’ contract the company makes 
no insurance guarantees to the ‘‘variable annuitant.’? It 
merely contracts to invest money received from the ‘‘vari- 
able annuitant’’ in a portfolio of common stocks managed 
by the company; the ‘‘variable annuitant’s’’ interest in 
the fund being expressed in shares (called ‘‘annuity units’’) 
which he purchases. The company agrees to pay to the 
‘‘variable annuitant’’ each month such amount, zf any, as its 
investment experience permits. Although the investment 
fund is under the exclusive management of the company 
the chance of gain and risk of loss attendant on speculation 
in common stocks are vested in the ‘‘variable annuitant”’ 
and are not shifted to the company. The ‘‘variable an- 
nuitant’’ has no assurance that he will have a dependable 

1 Printed in red in bold face type at the bottom of page 1 of Pls. Exh. No. 1 
is the statement “ANNUITY PAYMENTS Provipep By THIS Poricy ARE 


VARIABLE AND ARE NoT GUARANTEED AS TO FIXED DOLLAR Amount” (2 App. 
567). Similar statements appear on all “variable annuity” contracts of appellees. 
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income throughout the term of the ‘‘variable annuity.’’ In- 
stead, he has risked his capital in a speculative venture in 
consideration of the hope of gain; and this risk is not 
shifted to the company or distributed among a group of 
‘‘variable annuitants.’’ 


2. The Illusion of the Progressive Annuity Mortality Table 
and 31% Interest Per Annum in the “Variable Annuity” 
Contract 


Under the caption ‘‘ Benerrrs PayaBLE TO THE ANNUITANT 
Provisions’’ (Pls. Exh. No. 1, §5, 2 App. 569) the ‘‘An- 
nuitant’’ [sic] may elect to receive ‘‘variable annuity’’ 
payments in accordance with 3 options. Under each op- 
tion is set forth a table captioned ‘‘Dollar Amount of First 
Monthly Installment Payable for Each $1,000 of Value of 
Accumulation Units Applied.’’? Subparagraph (c) under 
the caption states: 


‘*(¢) Description of Tables: The tables given in this 
provision show the dollar amount of the first monthly 
iustallent payable for each $1,000 of value of accumu- 
lation unit value as of the last day of the second calen- 
dar month immediately preceding the effective date 
of the annuity. The rates shown in the tables are based 
on the Progressive Annuity Mortality Table * * * and 
8Y% interest per annum * * *”? 


The above referred to and quoted provisions of the 
‘‘variable annuity’’ contract are conclusive that the Pro- 
gressive Annuity Mortality Table and 314% interest per 
annum are used only in the ecaleulation of the first ‘‘vari- 
able annuity’? payment. These voluminous tables are not 
determinative of the amount of subsequent payments (Pls. 
Exh. Nos. 3-N, 3-O, 3-P, 2 App. 643-645). 


The only association between the ‘‘first monthly install- 
ment’’ and those which might follow is that the amount of 
the first payment is divided by the prevailing ‘‘ Annuity 
Unit Value’? and the quotient equals the number of 


a) 
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‘‘annuity units’’ credited to the account of the ‘‘variable 
annuitant’? (Pls. Exh. No. 3-P, 2 App. 645). From and 
including the second payment the amount of the payment 
then becomes the ‘‘annuity unit value’’ (Pls. Exh. No. 3-0, 
2 App. 644), which reflects the company’s investment ex- 
perience with the common stock fund (profit or loss) times 
the number of ‘‘annuity units’’ credited to the account of 
the individual ‘‘variable annuitant’’ (Pls. Exh. No. 3-P, 
2 App. 645). This is in contrast to an annuity computed 
on the basis of the Progressive Annuity Mortality Table 
and guaranteed 314% interest per annum in which the Table 
and interest rate would fix not only the first but all pay- 
ments in a fixed guaranteed amount without regard to the 
issuing company’s mortality or investment experience (1 
App. 123-124). 


Appellees’ expert Maclean (1 App. 495-497) and appel- 
lants’ expert Hooker (1 App. 194-195) both testified that 
(except for computation of the first ‘‘variable annuity”’ 
payment and the then ascertainment of the number of 
‘‘annuity units’’) it makes no difference whether the mor- 
tality table in the ‘‘variable annuity’’ scheme is applied 
with zero interest or 10% interest, since the variance in 
rate would affect only the incidence of the payments, not 
their total value at the time of the first payment, which 
under any stated rate of interest would be the total amount 
then accumulated in respect of each contract holder. A 
higher stated interest rate would make the early payments 
higher but the rate of increase in payment would be less, 
or the rate of decrease greater, than when the stated rate 
is 314% per annum. A lower stated rate would make the 
early payments lower, but the rate of increase in payment 
would be greater, or the rate of decrease less, than when 
the stated rate is 314%.' 

a The going rate of interest guaranteed by legal reserve life insurance com- 


panies in annuity contracts is, according to appellees’ expert witness Maclean, 
“2 and 2%4 and 2%4%" (1 App. 497). 


20 


In § 22 of Pls. Exh. No. 1 (2 App. 575), it is stated that: 


‘‘The Company guarantees that the dollar amount of 
such installments after the first shall not be affected 
by variations in the actual mortality experience as- 
sumptions of the Progressive Annuity Mortality 
Table.’’ 


The appellees during the course of the trial failed to 
introduce any evidence as to how the quoted ‘‘guarantee’’ 
could be effectuated; especially in the light of $$ 20 and 21 
under ‘‘VaLvaTion Provisions’’ which set forth in detail 
the limitations of the entitlement of a ‘‘variable annuitant’”’ 
to ‘‘Annuity Units’’ and ‘‘Annuity Unit Value’’ (2 App. 
574). Appellees failed to introduce any evidence as to how 
they could determine each month (‘‘variable annuity’’ pay- 
ments being made monthly) whether there had been a varia- 
tion in the month from the ‘‘mortality experience assump- 
tions’’ of the mortality table which is constructed on years 
of mortality experience for groups of persons projected 
into the future.’ The best that can be said for the quoted 
‘‘onarantee’’ is that it does not reflect the facts. 


3. “Speculation” in Annuity Units 


The very obvious speculative feature in the ‘‘variable 
annuity’’ period is that the payments to the contract holder 
are not fixed in the contract or guaranteed; but, instead, 
vary with the company’s investment experience, the chance 
of gain and the risk of loss falling on the ‘‘variable an- 
nuitant’’ and not the alleged insurer. 


Another evident speculative feature is the advantage in 
selecting the time to invest in the ‘‘variable annuity’’ pe- 


"See Maclean, Life Insurance (8th ed. 1957) pp. 73-5, for the construction 
and application of a mortality table. “It should be noted that the ‘expected 
deaths’ or ‘expected claims’ obtained in this way [use of mortality table] are 
simply those which would occur if the company’s mortality experience should 
happen to coincide with the standard table used. For the reasons already 
explained this is not at all likely to happen and is certainly not expected. These 
expressions therefore have a purely technical significance.” 





riod.!. The person who contracts for the plan when annu- 
ity unit value is low will receive a greater number of 
annuity units than a person investing an equal amount 
when annuity unit value is high. 


Because the first annuity payment is calculated with the 
assistance of a mortality table and because the contract 
promises payments which vary from month to month for 
life (provided there is a fund from which payments can 
be made), appellees say that the ‘‘variable annuity’’ per- 
forms the normal annuity function of spreading the capital 
or principal of the annuitant over his lifetime, just as in 
the case of the standard life annuity. However, it is ap- 
parent that through investment misjudgment, mismanage- 
ment or misfortune, the net investment rate may become 
negative, and if it is negative by a sufficient amount for 
a sufficient period of time, it is obvious that past earnings, 
if any, will be absorbed, and the value of an ‘‘accumulation 
unit’’ may fall below $1.00. It has been below that figure 
(Pls. Exh. No. 4, 2 App. 651). It is obvious that there 
would be—and has been—actual impairment of the capital 
or principal in hand in respect of the group of contract 
holders as a whole, and unless the situation is retrieved 
through more fortunate investment experience, it is clear 
that the capital originally contributed by the contract 
holders as a class may vanish before it can be returned. 


‘The contract holder who participates in the accumulation period is given 
great latitude in electing the time at which he wants to become party to the 
“variable annuity” period. He may elect such time as he chooses between 
ages 50 and 70 (Pls. Exh. No. 1, 5(d), 2 App. 571). 





22 


I 


So-called “Reserve for Variable Annuities” Compared 
With Insurance and Annuity Reserves 


There is no dispute that the technical term ‘‘reserve’’ 
as employed in insurance is a mathematical caleulation for 
proving to governmental insurance authorities and the 
publie that the reporting company has available assets 
which will permit it to pay out future claims estimated on 
the basis of: (i) the applicable mortality table; (11) @ speci- 
fied investment income rate; and (iil) future net premium 
income. In the District of Columbia this report is made on 
an ‘‘ Annual Statement’’ form supplied by the Superintend- 
ent of Insurance ‘‘which shall conform as nearly as may 
be practicable to the form of statement from time to time 
adopted by the national convention of insurance commis- 
sioners.’’? This form is designed to ferret out every inti- 
mate detail of an insurance company’s operations from the 
standpoint of its responsibility to its policyholders (1 App. 
267-268). 


In the District of Columbia ‘‘The Superintendent shall 
annually value, or cause to be valued, the reserve liabilities 
* * * for all outstanding * * * annuity * * * contracts of 
every life-insurance company doing business in the Dis- 
trict * * * specifying the mortality table or tables, rate or 
rates of interest and methods * * * used in the caleulation 


of such reserves.’”* 
Pls. Exh. No. 5 (2 App. 653) is VALIC’s ‘‘ Annual State- 
ment’’ filed with the Superintendent of Insurance for the 


year ending December 31, 1956 (1 App. 185). Page 10 of 
the exhibit (2 App. 663) shows VALIC as reporting an 


*D.C. Code (1951) § 35-406. 
*D.C. Code (1951) § 35-701. 


‘‘Ageregate Reserve for Annuitants’’ of $19,318 computed 
on the basis of the ‘‘Progressive Annuity 314% all vears 
of issue.’’ The undisputed evidence is that this amount is 
the cash value of all outstanding ‘‘accumulation units,”’ 
computed as of December 31, 1956 (Defs. Exh. No. 43, 
2 App. 856; 1 App. 188-195, 536-537), and that this com- 
putation was made without regard to Progressive Annuity 
Mortality Table or the specified rate of interest. This, it 
is evident, is not compliance with the express statutory 
formula for ealeulating a reserve.’ 


Appellees’ witness, Maclean, testified that the only dif- 
ference in the computation of a reserve for a legal reserve 
life insurance company and for VALIC is that in the case 
of the former, fixed dollars are computed, and in the case 
of the latter you would substitute ‘‘accumulation units”’ 
or ‘‘annuity units’’ of uncertain value for fixed dollars (1 
App. 486-489). The D. C. Code does not allow such a sub- 
stitution. 


The undisputed evidence is that VALIC is unable to 
compute a ‘‘reserve’’ for the ‘‘variable annuity’’ period 
of the contract in the manner required by the D. C. Code 
because the ‘‘variable annuity’’ payments are not fixed 
(1 App. 193-195). The valuation rate to be used in the 
reserve computation by VALIC in this period is as in the 
accumulation period, a variable factor instead of the statu- 
tory requirement of a specified ‘‘rate or rates of interest’’ 
(D. C. Code (1951) § 35-701). The formula which VALIC 
uses might be defined as—‘‘The Progressive Annuity Table 
in conjunction with various unknown and unspecified rates 


‘The statute permits some options in the calculation of the reserve provided 
the reporting company can demonstrate that the calculation employed produces 
“greater aggregate reserves for such category than those calculated accord- 
ing to the minimum standard herein provided” (D. C. Code (1951) § 35-701 
(4)). These privileges of this provision are not available to VALIC since 
it cannot establish “the minimum standard” for comparison. 





of interest dependent upon our actual investment experi- 
ence in futuro.”’ 


Appellants’ witness, Hooker, who had served on the 
National Association of Insurance Commissioners Commit- 
tee on Blanks, and was Chairman of the Subcommittee on 
Life Blanks (1 App. 190-191), which is the form of the 
annual statement (Pls. Exh. No. 5, 2 App. 653) testified 
that: 


(1) The reserve as reported by VALIC in its annual 
statement is not an actuarial reserve and ‘‘should have 
been reported on page 3, line 10, rather than in line 1, which 
[2.e., p. 3, line 10] is ‘Liability for Premium Deposit Funds’; 
or possibly in line 11 which says ‘Policy and Contract 
Liabilities Not Included Elsewhere’ ’’ (1 App. 190) ;? 


(2). It would be impossible to make a technical actuarial 
valuation of VALIC’s outstanding business since in the 
accumulation period, accumulation units, the value of ac- 
cumulation units, fluctuates in accordance with investment 
experience, and has no definite relation either to the amount 
available at maturity to purchase annuity units or to the 
annuity payments which fall due thereafter (1 App. 191- 
193); and 


(3) In those sections of the annual statement in which 
the value of annuities is required to be expressed in dol- 
lars, VALIC, because of its scheme, could not comply and 
found it necessary to insert the word ‘‘Variable’’ in the 
place of figures in dollars certain (id.).? 


* This refers to VALIC reporting the cash value of all outstanding accumula- 
tion units ($19,318) as of the last day of December 1956 as a “reserve”. 

* For detailed testimony showing how VALIC cannot be responsive to the 
valuation questions in the “Annual Statement” see 1 App. 185-193. 
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The “Variable Annuity” Scheme Compared With (1) In- 
surance Issued by Mutual Life Insurance Companies; 
(2) Participating Insurance; (3) Endowment Policies; and 
(4) Accumulation of Dividends 


During the trial the appellees sought to establish an 
analogy between the ‘‘variable annuity’’ scheme and divi- 
dends paid by mutual and participating life insurance com- 
panies (1 App. 220-226); also, that the purchaser of an 
endowment policy or an insured who permits his dividends 
to accumulate in a legal reserve life insurance company 
subjects his benefits to the uncertainty of the issuing com- 
pany’s investment experience.’ 


The evidence proves that insurance policies issued by a 
mutual or participating life insurance company do not 
differ in the employment of the insurance concept from 
those issued by a stock company. In such policies the issu- 
ing company assumes the mortality risk and the risk that 
it may not realize the guaranteed rate of interest employed 
by it in setting the premium rate. The benefits to the 
insured are fixed in the policy. The total assets of the 
issuing company support the policy guarantee. A mutual 
company is required to meet the same solvency standards 
as any other life insurance company. If the premium pro- 
duces a surplus of income over that required for the satis- 
faction of legal reserves, the company may distribute the 
surplus to the policy holders as a dividend. An insurance 
dividend is held to be a return to the policy holder of excess 
premiums paid (1 App. 284, Tr. 894). 


*The invalidity of this analogy is emphasized by the cases holding that 
reserves established to mect insurance company liabilities for dividends left 
to accumulate at interest are not “life insurance reserves.” Midland Mutual 
Life Ins. Co., 19 B. T. A. 765; Equitable Life Assur. Soc., 33 B.T. A. 708. 
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The surplus which becomes available for distribution to 
policy holders as a dividend does not come into being solely 
because of favorable investment experience. Many other 
circumstances contribute to it such as favorable mortality 
experience, management competence and savings in oper- 
ating expenses.’ An expert witness for the appellees testi- 
fied that the idea of insurance dividends is so ingrained 
in the American public that insurance companies generally 
set their premiums high enough so that they can return a 
portion of them as a dividend (1 App. 887). 


In endowment policies the legal reserve life insurance 
company guarantees that if certain payments are made for 
a specified period, the company will pay to the policy holder 
a fixed amount at the end of that period, which amount may 
exceed the total of the premiums paid. Whether or not the 
company realizes the income it had anticipated at the date 
of issuance of the policy does not affect the benefits it 
guarantees to the policy holder. 


In an annuity where the policy holder elects to have the 
issuing company retain and accumulate dividends, this is 
credited as an additional premium payment by the policy 
holder. These additional premiums purchase increased 
fixed annuity payments which are not affected by the com- 
pany’s investment experience. 


The attempted analogies referred to above prove the 
chasm between insurance and annuity, on the one hand, and 
the ‘‘variable annuity’’ scheme. In the case of the former 
the policy holder’s benefits are fixed and guaranteed by the 
issuing company while in the ‘‘variable annuity’’ scheme 
the risk is borne by the contract holder. 


See Maclean, Life Insurance (8th ed. 1957) c. 74 “Dividends.” 
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The Economic Soundness of the “Variable Annuity” 
is not at Issue 


Appellees adduced testimony, charts and graphs to prove 
that the ‘‘variable annuity’’ scheme is economically sound 
and that for it there is an economic need. This cannot be 
determined in a judicial proceeding. The evidence is im- 
material. The justiciable issue is whether, under existing 
law, a ‘‘variable annuity’’ contract is a security, and 
whether the appellees are investment companies. 


VI 


Co-existent Regulation of Contracts for Sale of 
Securities and Insurance 


It is not novel to include within one contract provisions 
for the sale of both insurance and securities and for the 
sale of each commodity to be subject to supervision and 
regulation in conformance with statutory provisions per- 
taining to each. 


United Funds, Ine., a registered and regulated invest- 
ment company, has sold and is selling ‘‘ Periodic Invest- 
ment Plans’’ wherein the purchaser agrees to make periodic 
payments to the seller over a term of years, the net of the 
payments to be invested in an investment fund for the 
account of the purchaser. Included in the same contract, 
at the election of the purchaser, is a provision for decreas- 
ing term life insurance to insure the investor’s completion 
of the plan in the event of his death. The insurance benefit 
payable is equal to the amount of the payments required 
in the event of and after the purchaser’s death to complete 
the plan (Pls. Exhs. Nos. 15 and 16, 2 App. 726, 741; Defs. 
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Exh. No. 103 (not printed in joint appendix) ; 1 App. 338- 
358). This type of insurance is generally called ‘‘creditors’ 
insuranee.’’? The ‘‘Periodic Investment Plans’’ with the 
insurance provision are sold in 34 states and the District 
of Columbia (Ct. Exh. No. 2, 2 App. 581-583). The plan 
is registered with the SEC as a security, and the company 
is registered and regulated pursuant to the Investment 
Company Act of 1940. Notwithstanding the SEC registra- 
tion, salesmen selling the plan in the District of Columbia 
and five of the states are required to have insurance sales- 
men’s licenses in addition to having qualified to sell securi- 
ties (id.). 


Statutes Involved 


Statutes involved are the McCarran-Ferguson Act (Act 
of March 9, 1945, 59 Stat. 33, as amended, 15 U.S. C. §§ 1011- 
1015), the Securities Act of 1933 (Act of May 27, 1933, 48 
Stat. 74, as amended, 15 U. S. C. § 77a), the Investment 
Company Act of 1940 (Act of August 22, 1940, 54 Stat. 789, 
15 U.S. C. § 80a-1) and D. C. Code (1951), Title 35—Insur- 
ance. Pertinent provisions of these statutes are set forth 
in the Appendix to this brief (BA. 61-86). 


Statement of Points 


I. Contracts sold and being offered for sale by defend- 
ants, denominated by the coined name ‘‘variable annuity”’ 
contracts, are not ‘‘the business of insurance’’ within the 
meaning of that phrase as employed in the McCarran- 
Ferguson Act. That Act does not absolve insurance com- 
panies from compliance with Federal statutes applying to 
activities of such companies which are not ‘‘the business 
of insurance.’’? The trial court erred in its conclusion of 
law that ‘‘the Superintendent of Insurance of the District 
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of Columbia and the insurance officials of the states in 
which defendants have been licensed to transact their in- 
surance business have exclusive regulatory jurisdiction 
over defendants.’’ 


II. ‘‘Variable annuities’’ are not annuities. 


III. The so-called ‘‘variable annuity’’ contracts offer- 
ed for sale, sold, and being sold by defendants are ‘‘in- 
vestment contracts’? which are ‘‘securities’’ within the 
meaning of those terms as defined in the Securities Act of 
1933 and the Investment Company Act of 1940. The trial 
court erred in failing and refusing to enjoin appellees from 
offering for sale or selling said contracts unless and until 
each of them complies with the Securities Act of 1933. 


IV. Each defendant is an ‘‘investment company’’ with- 
in the meaning of that term as defined in the Investment 
Company Act of 1940. The trial court erred in failing 


and refusing to enjoin appellees from their operations as 
investment companies unless and until each of them com- 
plies with the Investment Company Act of 1940. 


Summary of Argument 


J. The trial court found that notwithstanding that the 
‘‘variable annuity’’ contracts offered for sale and sold by 
appellees come within the purview of the Securities Act 
of 1933 and the Investment Company Act of 1940, it was 
powerless to compel compliance with these Acts because 
of the exemptive provisions of the MeCarran-Ferguson 
Act, which it construed to apply to corporations chartered 
as insurance companies, as such, and contracts approved 
by state insurance authorities. These conclusions of the 
court find no support in law. The exemptive provisions 
of the MeCarran-Ferguson Act are, by unequivocal statu- 











tory words, confined to ‘‘the business of insurance.’’? The 
trial court failed to find, even mention, that an indispen- 
sable prerequisite to applying the McCarran-Ferguson 
Act is a finding that appellees’ ‘‘variable annuity’’ con- 
tracts are possessed of the legal characteristics of insur- 
ance as defined by the Supreme Court and this Court, suc- 
einetly, risk-shifting and risk-distributing with relation to 
an insurable hazard. These characteristics are not found 
in the ‘‘variable annuity’’ contracts. Instead, the risks of 
the ‘‘variable annuity’? scheme are borne by the contract 
purehaser who remains saddled with the results (profit or 
loss) of appellees’ management of his funds invested in 
a portfolio of common stocks. The contract purchaser 
sacrifices the fixed guarantees inherent in insurance for 
a speculative potential that appellees through investment 
management of his funds m7ght increment them: and that 
the ultimate return might exceed the certain, fixed and 
euaranteed return from the purchase of a conventional 
annuity. In return for this speculative hope of gain the 
purchaser foregoes the shifting of the incidence of risk to 
appellees and assumes the risk of loss, ever present, in- 
herent in investment. This is not risk-shifting. Frgo, 
this is not insurance. Ergo, appellees’ ‘‘variable annuity”’ 
contracts are not insurance and are not ‘‘the business of 
insuranee.’? Ergo, the exemptive provisions of the Me- 
Carran-Ferguson Act are not applicable to the business 
of selling investment contracts denominated ‘‘variable an- 


nities.’ 


II. The ‘‘variable annuity” is not an annuity since an 
annuity is a stated sum per annum, payable periodically. 
An annuity is not income or profits, nor indeterminate in 
amount varying according to income or profits. 


TIT. The ‘‘variable annuity’’ is an investment contract 
which is a security, as defined in the Securities Act of 





31 


1933, in that it represents an interest in a portfolio of 
common stocks managed by appellees. The contract holder 
buys ‘‘units’’ (shares) in the fund at prevailing value plus 
sales charges. 


IV. The appellees are ‘‘investment companies,’’ with- 
in the meaning of that term as defined in The Investment 
Company Act of 1940, in that their principal business is 
the selling of ‘‘variable annuities’’ (securities) and 40% 
or more of the moneys entrusted to them for investment 
management is, or is proposed to be, invested by them in 
a portfolio of common stocks in which each ‘‘variable an- 
nuitant’’ purchases an aliquot participation. 


ARGUMENT 
Crucial issues in this case are: 


Whether corporations chartered as insurance companies 
have ipso facto been immunized from all laws which the 
Congress has deemed necessary to enact for the protection 
of the investor, of the public and in the public interest; 


Whether the exemptive provisions of the McCarran- 
Ferguson Act are limited to business possessed of the in- 
dispensable legal characteristics of ‘‘insurance’’; and 


Whether approval of a contract by a state insurance 
authority constitutes a conclusive legal determination that 
it is ‘‘insurance.’’ 





I 


The McCarran-Ferguson Act Does Not Exempt Insur- 
ance Companies or Corporations Chartered as Insurance 
Companies From Federal Regulation in Matters Outside 
the Scope of “The Business of Insurance” 


A. The History of the McCarran-Ferguson Act 


The impetus giving rise to consideration by the Congress 
and eventual passage of the McCarran-Ferguson Act (BA. 
65-66) was the decision of the Supreme Court in United 
States v. South-Eastern Underwriters Assn., 322 U. S. 533 
(1944). Jn that case the Court in effect overturned Paul 
v. Virginia, 8 Wall. (75 U. 8.) 168 (1868), and a line of 
related subsequent cases which held that contracts of in- 
surance are not commerce. 


Relying on Paul v. Virginia, in the period from 1868 to 
1944, the business of insurance, as conducted by insurance 
companies, involved practices concerning which the Con- 
eress had legislated in the exercise of its powers under 
the commerce clause. 


The confusion and uncertainty in the insurance business 
generated by the South-Eastern case which the Congress 
felt compelled to remedy is best described by the follow- 
ing excerpt from the reports of the committees of both 


Houses of Congress: 

‘‘Tnevitable uncertainties which followed the handing 
down of the decision in the Southeastern Underwrit- 
ers Association case, with respect to the constitution- 
ality of State laws, have raised questions in the minds 
of insurance executives, State insurance officials, and 
others as to the validity of State tax laws as w ell as 
State regulatory provisions; thus making desirable 
legislation by the Congress to stabilize the general 
situation. 


¢ 
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‘Bills attempting to deal with the problem were con- 
sidered in both the House and the Senate during the 
Seventy-eighth Congress, but failed of enactment. 
Your committee believes there is urgent need for an 
immediate expression of policy by the Congress with 
respect to the continued regulation of the business of 
asurance by the respective States. Already many 
insurance companies have refused, while others have 
threatened refusal to comply with State tax laws, as 
well as with other State regulations, on the ground 
that to do so, when such laws may subsequently be 
held unconstitutional in keeping with the precedent- 
smashing decision in the Southeastern Underwriters 
case, will subject insurance executives to both civil 
and criminal actions for misappropriation of com- 
pany funds. [S. Rep. No. 20, 79th Cong., 1st Sess., 
1-2; H. R. Rep. No. 143, 79th Cong., 1st Sess., 2.] 
Further, the House Report accompanying the legislation 
flatly stated: 
‘It is not the intention of Congress in the enactment 
of this legislation to clothe the States with any power 
to regulate or tax the business of insurance beyond 
that which they had been held to possess prior to the 
decision of the United States Supreme Court in the 


South Eastern Underwriters Association ecase.’’? H. R. 
Rep. No. 143, 79th Cong., Ist Sess., 3.1 


The McCarran-Ferguson Act was enacted in 1945, the 
year following the South-Eastern case. Its title states 
that it is ‘‘An Act to express the intent of the Congress 
with reference to the regulation of “‘the business of in- 
surance.’ 


B. Interpretation and Application of the Act 


The MeCarran-Ferguson Act, indisputably, did not add 
to the powers which had been exercised by the states prior 
to the South-Eastern decision nor absolve insurance com- 


*See also 91 Cong. Rec. 1443. 


BEST COPY AVAILABLE 


from the original bound volume 
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panies from adherence to Federal law applicable to those of 
their activities which are not ‘‘the business of insurance.”’ 
As pointed out in Maryland Casualty Co v. Cushing, 347 
U. S. 409, 413 (1954) : 
‘“* * * even the most cursory reading of the legislative 
history of this enactment makes it clear that its ez- 
clusive purpose was to counteract any adverse effect 
that this Court’s decision in [South-Eastern Under- 
writers} might be found to have on State regulation of 
insurance.” 


Indeed, a careful study of the Act and its legislative 
history fails to reveal any indication of intention on the 
part of the Congress to abdicate jurisdiction over in- 
surance companies in the many activities in which they en- 
gage which are not the business of insurance." This is 
emphasized in the Act by uniform repetition of the phrase 
‘¢the business of insurance.’ 


To conclude that Congress intended to divest the Federal 
(;overnment of jurisdiction over all activities of an entity 
simply because it is chartered as an insurance company 
would require far more explicit language than is contained 
in the Act. ‘‘We do not believe that Congress would leave 
to implication such an important segment of the overall 
question of jurisdiction which it was dealing with, when it 
could easily have been provided for’’ by inserting in the 
Act the express words, insurance companies. See National 
Casualty Co. v. Federal Trade Commission, 245 F. 2nd 883, 
S87 (6th Cir. 1957), cert. granted, Nov. 12, 1957, 78 S. Ct. 








‘The legislative history of the McCarran-Ferguson Act is found in the 
following : 

H. R. 3270 and S. 1362, 78th Cong., Ist. Sess. (1943). Hearing Before Joint 
Subcommittees on the Judiciary on S. 1362, H. R. 3269 and H. R. 3270, H. R. 
Rep. No. 873, S. Rep. No. 1112: 

H. R. Rep. No. 68, 79th Cong., Ist Sess. (1945) ; S. Rep. No. 20, 79th Cong., 
Ist Sess. (1945); H. R. Rep. No. 143, 79th Cong.. Ist Sess. (1945) ; and 

91 Cong. Rec. 499-509, 1112-1122, 1470-1473, 1548-1559 (1945). 


BEST COPY AVAILABLE 
from the original bound volume 
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119.1. Compare United States v. Sylvanus, 192 F. 2d 96 
(7th Cir. 1951), cert. denied, 342 U. S. 943 (1952), in which 
the defendant insurance companies, indicted for mail 
fraud, contended that the McCarran-Ferguson Act com- 
pelled dismissal of the indictment since it exempted them 
from the application of all Federal statutes. The court 
rejected this argument, saying ‘‘Congress has, by the Con- 
stitution, paramount power and authority’’ over the use of 
the mails; and, that ‘‘* * * it was not the intent of the Con- 
gress, by its passage of the McCarran Act to surrender 
control of the use of the mails * * *’’ (192 F. 2d at p. 100).? 


C. The Meaning of the Phrase “The Business of Insurance” 


The phrase ‘‘the business of insurance’’ is not defined 
in the Act or its legislative history; and there are no re- 
ported cases in which the meaning was in issue.* Neces- 
sarily, then, the language and purpose of the Act are 
virtually the only basis for determining what Congress 
intended to bring within its scope. 


*A holding that the Act exempts all activities of insurance companies from 
Federal regulation would be patently wrong. Certainly, it would seem beyond 
argument that the Congress did not intend that an insurance company could 
own and operate an interstate railroad and a radio station without being subject 
to the laws administered by the Interstate Commerce Commission and the 
Federal Communications Commission, respectively. And it is common knowl- 
edge that stock insurance companies must and do register their stock with the 
SEC prior to offering it for sale to the public. 

*The mandates of the Congress expressed in the Securities Act of 1933 
and the Investment Company Act of 1940 are in part predicated upon the 
control of the use of the mails. This alone would be sufficient to establish 
jurisdiction in the light of the separability clauses in each of the Acts. 15 
U.S.C. §77z, 15 U.S.C. § 80a-50. 

* The trial court, in support of its conclusion that the McCarran-Ferguson 
Act exempted insurance companies from Federal regulation cited (1 App. 91, 
92); Prudential Insurance Co. v. Benjamin, 328 U. S. 408, 430 (1946) ; Mary- 
land Casualty Co. v. Cushing, 347 U. S. 409, 413 (1954) ; The American Hos- 
pital & Life Ins. Co. v. Federal Trade Commission, 243 F. 2d 719 (Sth Cir. 
1957) ; and National Casualty Co. v. Federal Trade Commission, 245 F. 2d 883. 
(6th Cir. 1957). In the two cases last named the Supreme Court granted cert. 
Nov. 12, 1957, 78 S. Ct. 119-20. These cases are inapposite in that no question 
was raised whether the activities complained of were “the business of insurance.” 
In fact, all parties assumed that they were part of that business. 
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In using the term ‘‘insurance’’ Congress has identified 
the characteristics that determine what transactions are 
entitled to the exemptive provisions of the Act. Cf. Helver- 
ing v. Le Gierse, 312 U. S. 531, 539 (1941). What these 
characteristics are has been judicially determined. 


The Le Gierse case, supra, set at rest any indecision as 
to the meaning of the term ‘‘insurance’’ when Congress 
uses it in a statute without defining it. The Court said at 
312 U.S. 539: 

‘<Historically and commonly insurance involves risk- 
shifting and risk-distributing * * * That these ele- 
ments of risk-shifting and risk-distributing are essen- 
tial to a life insurance contract is agreed by courts 
and commentators’’; 
and at 312 U.S. 540: 
‘<* * * Congress used the word ‘insurance’ in its com- 
monly accepted sense.’’ 
This opinion pre-dated the enactment of the McCarran- 
Ferguson Act by four years. It must therefore be assumed 
that the Congress was aware of it. Certainly Congress 
gave no indication that it sought in any way to deviate 
from the definition of insurance set forth therein. 


This Court, too, has found occasion to set forth the 
characteristies of ‘‘insurance.’’ In Jordan v. Group Health 
Ass’n, 71 App. D. C. 38, 43-44, 107 F. 2d 239, 244-5 (1939), 
the Court stated: 


‘It is unnecessary for us to attempt formulation 
of an all-inclusive or exclusive definition of insurance 
or of indemnity, or to distinguish them sharply. While 
the basic concepts are not identical and each has varied 
leral usages, they have common and primary elements 
which are controlling here. Fundamentally each in- 
volves contractual security against anticipated loss. 
Whether the contract is one of insurance or of indem- 
nity there must be a risk of loss to which one party 
may he subjected by contingent or future events and 
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an assumption of it by legally binding arrangement by 
another. Even the most loosely stated conceptions of 
insurance and indemnity require these elements. 
Hazard is essential and equally so a shifting of its 
incidence. If there is no risk, or there being one it is 
not shifted to another or others, there can be neither 
insurance nor indemnity. Insurance also, by the bet- 
ter view, involves distribution of the risk, but distri- 
bution without assumption hardly can be held to be 
insurance.”’ 

The Statement of the Case, supra, demorstrates that 

‘‘variable annuities’’ do not fit this definition. Unlike con- 

ventional annuities, they shift no risk and distribute no 


risk. 


Thus, we submit that the meaning of the phrase ‘‘the 
business of insurance’’ is restricted to business having the 
indispensable characteristics specified in the Le Gierse and 
Jordan cases. 


PD. Approval of a Contract by the Superintendent of Insurance 
is not Conclusive That It Is One of “Insurance” 


Approval by the Superintendent of Insurance of a pro- 


posed contract submitted by an insurance company is not 
conclusive that it is an ‘‘insurance’’ contract.’ 


In Drake v. United States ex rel, Bates, 30 App. D. C. 
312 (1908), this Court in referring to the powers of the 
Superintendent said: 


‘‘Tt is quite clear that no provision of the law con- 
ferred or attempted to confer upon the superintendent 
of insurance the power to make and enforce an in- 
terpretation of the laws relating to insurance com- 
panies * * * Such power is a judicial one, that can 
be exercised by the courts alone’’ (30 App. D. C. at 
pp. 318-19). 


*The pertinent statutory vestiture of authority in the office of the Superin- 
tendent of Insurance is set forth in Appendix A to this brief (D.C. Code 
(1951) §§ 35-101, 102, 401). 
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In approving contracts the Superintendent is only a min- 
isterial officer vested with no discretionary powers in the 
premises. He has no power to add to or subtract from the 
requirements of the law. Cf. 30 App. D. C. at p. 320.1 


It follows from the foregoing discussion that appellees’ 
‘‘variable annuity’’ contracts are not exempted from Fed- 
eral securities (or other) legislation unless they are ‘‘the 
business of insurance.’’ In subsequent portions of this 
brief we will show that: 


First, they are not ‘‘the business of insurance.”’ 
Second, they are not annuities. 


Third, they are in reality securities subject to the laws 
regulating the issuance and sale of securities. 


Il 


The “Variable Annuity” is not Insurance and is not any 
Part of “The Business of Insurance” 


At the outset of this portion of the Argument we should 
make our position entirely clear as to the place of true 
annuities in ‘‘the business of insurance.’’ We recognize 
that for certain technical purposes (e.g., payment of cer- 
tain state premium taxes) distinctions have been drawn be- 
tween annuities and insurance policies. We do not quarrel 
with these distinctions, but we think they are irrelevant for 
present purposes. True annuities have for so long been 
sold by life insurance companies that they are generally 
considered to be a part of ‘‘the business of insurance.’’ 
We will now show that despite this circumstance the so- 
called ‘‘variable annuities’’ form no part of that business. 

*Accord: United States ex rel. Krch v. Ingham, 38 App. D. C. 379, 381 


(1912): Hutchins Mutual Insurance Co. v. Hazen, 70 App. D. C. 174, 178, 
105 F. 2d 53, 57 (1939), rehearing denied May 1939. 
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As stated supra, the resolution of the issue whether a 
‘“‘variable annuity’’ is insurance depends upon the nature 
of the contract and the relationship thereby created between 
the issuing company and the contract holder. 


For a contract to be insurance there must be: 


(1) <A risk of loss to which one party may be subjected 
by contingent or future events and an assumption of it 
by legally binding arrangement by another; 


(2) <A hazard and a shifting of its incidence to another 
or others; and 


(3) Distribution of the risk. See Jordan and Le Gierse 
cases; pp. 36 and 37 supra. These characteristics are in- 
dispensable. This is true notwithstanding that the contract 
may look like an insurance policy and contain all the usual 
provisions of such and have been approved as an insurance 
contract by a state insurance authority. ‘‘Certainly the 
mere presence of the customary provisions does not create”’ 
a shifting of risk. Helvering v. Le Gierse, 312 U. S. 531, 
541 (1941).1 Here, customary terms are used but the pro- 
visions defining them are different.* But, strikingly, the 
vital provisions of the ‘‘variable annuity’’ such as ‘‘Invest- 
ment Factor,’’ ‘‘Acecumulation Units’? and ‘‘Annuity 
Units’’ and their value (Pls. Exh. No. 1, pars. 18-21, 2 App. 
574) are foreign to insurance (1 App. 554-555). 


>See also the companion case Keller v. Commissioner of Internal Revenue, 
312 U. S. 543 (1941). 

2 Pls. Exh. No. 1, for example, has provisions designated as “Incontestability” 
and “Suicide” (2 App. 574-575) which, obviously, can apply only to decreasing 
term insurance if included in the contract and have no relationship to_the 
“variable annuity.” It also has provisions designated “Grace Period,” “Cash 
‘alue,” and “Policy Loans” (2 App. 569, 573) which are at variance with 
those provisions as found in insurance policies. In addition it has a provision 
“Protection from Creditors” (2 App. 571) which would have no legal effect 
insofar as the investment provisions are concerned. 





40 


The studied attempt of appellees to disguise the product 
they offer for sale is clearly evident from the use of such 
devices as applications requiring medical history (1 App. 
503-4, 516-517). Such applications may have meaning 
where the question of issuing decreasing term insurance is 
involved; but none where the ‘‘variable annuity”’ is con- 
cerned, since in the ‘‘variable annuity”’ early death of a 
contract holder imposes no liability on appellees and is to 
their financial benefit. This appellees demonstrate by is- 
suing ‘‘variable annuity’’ contracts to applicants who can- 
not meet the medical standards for 5-year term decreasing 
life insurance (id.). 


A. The Hazard Insured Against by an Annuity and Shifting 
of Its Incidence 

Life insurance and annuities insure against the hazards 
attendant on the uncertainties of the life span. The two 
types of contracts are equated in the insurance concept 
because of the elements of certainty and mortality that in- 
here in both. The certainty is of two kinds; and one un- 
derlies the other. In the first place, a company that sells 
both life insurance and annuities is selling certainty to its 
policy holders, despite the fact that each individual has a 
life of uncertain duration; certainty that the dependents of 
the insured will have a definite amount of money if he dies; 
and certainty that the annuitant will have a fixed dependable 
income after a certain age for the continuing years of his 
life. 


Beneath this certainty, however, lies the more significant 
certainty that links life insurance and annuities: In order 
to be in a position to meet its fixed dollar guarantees to 
both annuitants and insureds the company can, and indeed 
must, (a) establish actuarial reserves from premium pay- 
ments and (b) add to the reserves at regular intervals a 
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calculable, fixed increment from investment income. By 
the use of mortality tables and an assumed rate of interest, 
the company must fix, with mathematical precision, the 
exact amount that must be added to reserves from invest- 
ment income year by year in order to establish and main- 
tain the reserves at a level adequate to meet policy obliga- 
tions as they become due. The risk of loss is by this means 
shifted from the individual to the company. Cf. D. C. Code 
(1951) §$ 35-701, 703, 705. 


Statutes designed to regulate the business of insurance 
were not intended for application to all organizations hav- 
ing some element of risk assumption or distribution in 
their operations. This Court in the Jordan case, 71 App. 
D. C. at pp. 49-50, 107 F. 2d at pp. 250-1, said this becomes 
evident 


66% ™ * 


when the purpose and nature of many of the 
statutory requirements are considered, particularly 
those relating to the maintenance of reserves or ‘guar- 
antee funds’ and to the regulation of investments and 
financial operations. The object of these is protection 
of the insured and thus of the public against the in- 
surer. They assume separateness of identity, with 
consequent diversity of ownership and possible an- 
tagonism of interest between them as well as definite 
assumption of liability, legally enforceable, by the in- 
surer to the insured. Such requirements can have 
meaning, purpose and useful effect only in relation to 
definite and binding obligations as to which, in their 
absence, there is danger of default. They are entirely 
inappropriate where no such risk is assumed, no dan- 
ger of default can exist, and the control rests ulti- 
mately, as here, in the hands of those to whom the 
very limited obligation runs.”’ 


*The “legal reserve” is described more technically in Wightman, Life 
Insurance Statements and Accounts (1952) p. 569: and Society of Actuaries 
Textbook on Life Contingencies. by Chester Wallace Jordan, Jr., published 
by the Society of Actuaries (1952), ¢. 5, p. 93. 
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B. No Risk is Shifted to Appellees 


One buys an annuity to insure against outliving his capi- 
tal. The buyer seeks a shield from the hazards of direct 
property ownership and its attendant uncertainties (which 
is as certain as ‘‘legal reserves’’ can make it). Instead 
of investing in legal or equitable ownership of property, 
he bargains for and gets a promise to pay him periodically 
a sum certain. He thereby foregoes the hope of specula- 
tive gain in return for protection against speculative losses. 
The obligation shifts all the speculative risks of property 
ownership to the issuing company. 


The ‘‘variable annuity’’ contracts offered for sale and 
sold by appellees make a clear contrast. All of the indicia 
of ownership of portfolio assets (except management) are 
in the contract holders, who in consideration of hope of 
gain bear the risk of loss. There is no certainty to the 
contract holder because appellees make no guarantee of 
any return. 


There is no basic certainty in appellees’ operations; 
there are no ‘‘reserves’’ because there are no fixed obliga- 
tions that have to be met therefrom. All appellees need 
do, in the accumulation period, is invest a specified per- 
centage of the contract holders’ payments (that remaining 
after appellees’ initial charges have been deducted) in a 
common fund and collect and reinvest the resulting income 
after deducting its management fee therefrom.’ 


If the fund is managed in good faith and with reasonable 
eare, appellees have no responsibility for the end result 
either in the accumulation or ‘‘variable annuity’’ stages. 

* An actuary who was consultant to VALIC in the drafting of its “variable 
annuity” contracts steadfastly refused to testify to whom the .0015 deducted 


from the “gross investment rate” each month would “redound” (1 App. 546-551). 
It can only be concluded that this deduction is a management fee. 





Save 
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They stand indifferent, so far as legal liability goes, 
whether the contract holder’s investment has turned out 
to be worth a thousand dollars or a million (no matter 
what he has paid in). In this respect their position is 
identical to that of an investment company. No doubt the 
managements of both the investment company and the 
appellees hope to increase the value of their respective 
funds as much as possible—but in each ease it is a matter 
of hope, not obligation. Fulfillment of this hope depends 
on judgment, economic conditions and luck, not on the 
growth of fixed reserves. 


The situation that arises after the maturity of the ‘‘vari- 
able annuity,’’ when the accumulation period ends and the 
pay-out period begins, remains basically unchanged. ‘‘An- 
nuity units’? having a fluctuating monthly value dependent 
upon appellees’ investment experience cannot, except by 
pretense, be ealled a ‘‘reserve.’’ It is again a matter of 
legal indifference to the appellees whether ‘‘annuity 
units’’ rise or fall in value. The contract holder is assured 
payment only in the sense that he will get his pro rata 
share of what is there, whether it is much, little or nothing. 
Since appellees’ obligations are so circumscribed and since 
appellees have no need to accumulate income to mect a 
certain future liability, there is no shifting of risk from 
the contract holders to the appellees.’ 


‘Paraphrasing the “variable annuity” contract. what appellees offer, if 
honestly stated, may be expressed as follows: 

You, Mr. A. are seeking a way that will provide income for you after a 
certain age for the remaining period of your life. Give us your capital, we 
will invest it for you. If the investments which we make for you earn exactly 
the monthly equivalent of 314% per annum, after deduction of our charges 
for our expert service, you will be paid a monthly amount that would be 
equal to an annuity based on the Progressive Annuity Mortality Table and 
guaranteed interest of 314% per annum. However we can’t guarantce that we 
will net 3!4% interest. If, after our charges, we make more than 312% we 
will give it to you. On the other hand. you must take the risk that we may 
net less than 314% or even lose your capital. Sorry, if this happens you may 
have no income or a lot less than you would have received in an annutty. 
You, not we, must take this risk in exchange for the hope that our management 
of your investments might net more than 314% per annum. 
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C. Appellees Admit there is No Risk-Shifting and Risk-Distribu- 
tion in their “Variable Annuity’ Scheme 


The drummed pitch of appellees’ sales literature admits 
that their ‘‘variable annuity’’ scheme is devoid of the in- 
dispensable characteristics of insurance. 


This literature, in itself, is an admission by appellees 
that their ‘‘variable annuity’’ scheme is a speculative in- 
vestment in which the contract holder, like any investor, 
takes the risk of gain or loss; and there is neither risk- 
shifting nor risk distribution (Pls. Exhs. Nos. 19-22, 24- 
27, 2 App. 745-790, 795, 803). 


Good eyesight and the ability to read with care are pre- 
requisites to finding the few references in this literature 
to any kind of life insurance offered for sale by appellees. 


The literature is a clear manifestation that the principal 
business of appellees is the sale of ‘‘variable annuities’’; 
and that the life insurance (which appellees appear not 
too interested in selling) is used like a false moustache, 
for purposes of disguise. 


We quote excerpts from some of this literature which 
contain admissions and which in substance are repeated 
throughout it: 


1. ‘‘Keuiry AnNurry—a new road to Securiry’’ (Pls. 
Exh. 17, under caption ‘‘Ixvestment SareGuarps’’) : 


* * * 


‘‘Our variable annuity program is designed to mini- 
mize the speculative features of common stock invest- 
ments. You avoid the gamble of buying a single stock 
* * * the Company ‘spreads the risk’ by buying 
stocks in many of the nation’s leading corporations 
* * * You avoid the risk of buying stocks at one 
point in the stock market * * * You avoid buying 
stocks on a ‘hot tip’. Instead you benefit from the 
counsel of expert financial advisers * * * In short 
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you get the benefit of expert diversification.’ Com- 
ca with the lower court’s Finding 74 (1 App. 109- 
110). 
2. ‘‘Retirement with Protected Purchasing Power’’ 
(Pls. Exh. No. 19, 2 App. 745). 


‘*And so* * * a way to provide inflation-proof re- 
tirement was found * * * 


‘‘Therefore * * * the VALIC Plan based on in- 
vestments is obviously the one single retirement plan 
that comes closest to producing the same necessities 
of living, the same income in terms of purchasing 
power year after year!’’ (2 App. 749).? 


‘“‘What VALIC is* * * the plan* * * to provide 
a purchasing power income. A variable annuity is 
exactly like a fixed dollar annuity except that pay- 
ments are made in terms of income rather than in 
preset dollar amount.’’ (2 App. 750.)? 


‘‘Foornote +1 * * * VALIC annuities guarantee 
mortality, but they do not guarantee interest. How- 
ever, the values under VALIC annuities are based 
upon 314% interest, and the fluctuations from year to 
year reflect the degree to VALIC’s assumed invest- 
ment results would have deviated from 3144%.’’ (2 
App. 752.)4 


1Pls. Exh. No. 17 is not included in the Joint Appendix. 

?Note that there is no guarantee by VALIC that this will be attained: 
therefore, no shifting of the risk—no insurance; also note the uncertainty of 
the word “closest.” 

7 Of course, “in terms of income” refers to appellees’ investment income, not 
the “purchasing power income” which a reader would infer. 

“Note that there is no formula in the contract for evaluating and effectuating 
a mortality guarantee. Appellant challenges appellees to show for any onc 
of the future payments to an individual contract holder under any one of its 
contracts, presently outstanding, precisely how much, in dollars and cents, 
is at risk of survival, and hence guaranteed as to mortality. The quota- 
tion also is an admission that VALIC cannot meet the valuation requirements 
of Title 35, §701 of the D. C. Code (1951) in calculating a reserve. 





46 


‘*How VALIC Works for You* * * The VALIC 
Plan * * * is the means by which you can assure a 
comfortable inflation-proof old age by tying your pen- 
sion plan to the American economy and its productiv- 
ity.”’ (2 App. 754.)? 


* * * 


‘‘* * * rates for an old-fashioned annuity are read- 
ily determinable in view of a promise to pay a fixed 
dollar based upon a pre-determined rate of interest 
* * * Bur* * * rates under a VALIC annuity can- 
not be determined in relation to a specified benefit at 
retirement.’’ (2 App. 757.) 


3. Pls. Exh, No. 21 


* * * 


‘‘There is no assurance to the Policyholder that the 
value of the accumulation units—acquired from the 
investment of the Net Premium and the earnings re- 
ceived—will follow from time to time the cost of liv- 
ing nor that the Annuity Units in value and earnings 
will follow the cost of living.’” 


‘“* * * there is no guarantee that the cost of living 
and the value of common stocks will vary in exactly 
the same proportion * * *.’” 


VALIC—‘ Orrers— 


Prians —Of systematic accumulation—or of single 
premium investment 
Wueresy —-At your option you elect when or how to 
REcEIvVE —Your proceeds—In total—or in part from 
the net Premium 


*The contract does not assure this result—nor can any contract yet devised 
by man. 

7 This excerpt is not printed in the Joint Appendix. It appears as a note, 
in fine print, at the bottom of a chart captioned “Price or INpustrtaL Stocks 
AND Cost oF Livinc,” which is page “VALIC-10-SK” of the Exhibit. 

* This excerpt is not printed in the Joint Appendix. It appears on page 
“VALIC-13-SK” of Pls. Exh. No. 21. 
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Fuuiy Inxvestep 1x Equiries.—With your proportion- 
ate ownership represented by ‘Unirs’— 
units of accumulation—annuity units—”’ 
(2 App. 774.) 


The language in the literature, it is submitted, is not in- 
surance talk. It is contrary to ‘‘* * * assumption of risk 
or hazard. It has not the sound or the sense, technically 
or in lay conception, of ‘insurance’ * * *.’? See Jordan 
case, 71 App. D. C. at 45, 107 F. 2d at 246. 


Ill 
The “Variable Annuity” is not an Annuity 
The essence of an annuity is (a) periodic payment of 
‘ (b) a fixed sum. The authorities to this effect have re- 


cently been assembled and reviewed at length in connec- 
tion with ‘‘variable annuities.’’ See, Bellinger, et al., ‘‘The 


Meaning and Usage of the Word ‘Annuity’,’’ 9 Journal 
of the American Society of Chartered Life Underwriters 
261 (1955), for citation and discussion of the relevant case 
law and standard insurance texts. At this point we need 
cite only two of the best-known definitions of “‘annuity.”’ 


In Booth v. Ammerman, 4 Bradford Surr. 129 (N. Y. 
1856), the testator had bequeathed to A ‘‘the interest upon 
$1500,’’ payable annually during her widowhood. The 
Court held that this bequest was not an annuity, saying 
(at 133-4) : 

‘¢An annuity is a stated sum per annum, payable an- 
nually unless otherwise directed. It is not income or 
profits, nor indeterminate in amount varying according 
to the income of profits, though a certain fund may he 
provided, out of which it is to be payable * * *’’ 


[If the payment] ‘‘is not a stated sum, but may be 
more or less, according to the earnings of the capital 
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* * * it does not possess the characteristic of an an- 
nuity * #8 #9) 
This definition has frequently been adopted and repeated 
in later decisions, both in New York and in other states. 


Again, in Peck v. Kinney, 143 Fed. 76, 80 (2d Cir. 1905), 
the Court, determining whether a property interest should 
be taxed as a life estate or an annuity, held that an an- 
nuity had been created because: 

‘‘The essential element is the certainty of the amount 
to be paid periodically at a certain rate per annum or 
in a certain aggregate annual amount.”’ 


Recently, in 1957, when confronted with the issue whether 
a ‘variable annuity’’ is an annuity, the Supreme Court of 
Errors for the State of Connecticut in finding that it was 
not, said: 
** * the dollar return from the annuity units would 
fluctuate with the value and the amount of return from 
the corpus of the fund from which the annuities are 
paid. We have said that an annuity is a yearly pay- 
ment of a certain sum of money granted to another 
in fee, or for life, or for a term of years, charging the 
person of the grantor only. It is a stated sum payable 
annually. [Cases cited] Insurancewise, it has the 
same meaning. 1 Appleman, Insurance Law & Prac- 
tice, § 81; 1 Couch, Insurance, p. 38. The policy to be 
issued under the (variable) annuity option would pro- 
vide for the payment, not of a fixed amount of money, 
but of an uncertain sum, which is quite different 
from the legal concept of the word ‘annuity’.”’ Spel- 
lacy v. American Life Ins. Ass’n, 144 Conn. 346 355, 
131 A. 2d 834, 839. 


The term ‘‘annuity,’’ by established definition and long 
usage, has thus been universally understood by lawyer and 
layman alike to denote a fixed sum payable periodically. 
Since a fixed sum (an annuity) cannot be a variable sum, 
the coined name ‘‘variable annuity’’ presents a contradic- 
tion in terms. 
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IV 


Appellees are Primarily Engaged in the Business of 
Selling to the Public Investment Contracts Defined by Law 
as Securities That Must be Registered Under the Securi- 
ties Act of 1933 


We have shown that VALIC and EALIC are not engaged 
(except incidentally) in ‘‘the business of insurance’’ as 
_ that phrase is used in the McCarran-Ferguson Act. 


What business are they in, and what legal consequences 
flow from it? These questions are important, but we think 
they can be readily answered. We submit that appellees 
are in the business of selling investment contracts; that 
those contracts are ‘‘securities’’ as defined by § 2(1) of the 
Securities Act of 1933; and that those securities must there- 
fore be registered under §§5 and 10 of the Act, not hav- 
ing been exempted therefrom by §$3(a)(8) or otherwise.? 
We are not opposed to ‘‘variable annuity’’ investment con- 
tracts as such; their economic value is not in issue. We 
contend only that they must be recognized for what they 
are and treated accordingly. 


A. Appellees are Primarily Engaged in Selling Investment 
Contracts Known as “Variable Annuities” 


The primary business conducted by appellees is selling 
‘‘variable annuities’’ to the public. These contracts have 
been described above at length. For present purposes the 
essence of these contracts is set forth with succinct clarity 
in four of the lower court’s findings: 


“74, A VALIC and an EALIC contract holder in- 
vests money with the respective defendants with the 


1The Securities Act of 1933, 48 Stat. 74, appears in the Code as 15 U.S.C. 
§§ 77a-77aa. The sections referred to above are designated in the Code as 
ets §2(1), §77b(1); §5(a), §77e(a); §3(a) (8), §77c(a) (8); § 10, 
§ 77}. 
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hope or expectation that a profit will accrue to him as 
a result of the management of the portfolio of securi- 
ties purchased by VALIC and EALIC with the money 
invested by the contract holder, and his expectation of 
profit based upon the efforts of others applies to both 
the ‘accumulation period’ and to the repayment or 
variable annuity period (1 App. 109-110). 

‘49, The risk of profit or loss on investment is 
borne by the contract holders (1 App. 108). 

‘°94. The distinguishing and predominant nature of 
a variable annuity is found in its provision for shar- 
ing profits and losses in a common fund to be invested 
mainly in common stocks (1 App. 111). 


* * * 


‘93. The insurance features of such contracts do 
not alter the investment characteristics. (1 App. 111).’’ 


All these findings are supported by the record. Nothing in 


the record tends to contradict them. 


The contract thus disclosed by the evidence has every 
important characteristic associated with an investment con- 
tract under the Securities Act of 1933 as well as in common 
understanding. If this device is not an investment contract, 
then the concept is hardly susceptible of practical appli- 
cation to anything that does not already bear the label. 
The ‘‘variable annuity’’ scheme does not carry the label. 
It is ingeniously named—-so is ‘‘ Hudson Seal’’ for women’s 
coats; but the one is not an annuity and the other is not 
sealskin. Ingenuity may for a time conceal substance from 
the unwary (the investing public, for example) but can 
never obliterate it. In this case it does not take an ex- 
tended analysis to reveal the substance and to demonstrate 
that ‘‘variable annuity’’ contracts are investment contracts. 


One fundamental distinction between a contract of in- 
vestment and a contract of insurance lies in the incidence 
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of risk. The investor takes the risk that at some time in 
the future the value of his investment will decline or dis- 
appear. In insurance and annuities, however, this risk is 
shifted to the company, which guarantees the insured pay- 
ment of a specific sum on the happening of an event—such 
as the attainment of retirement age—without reference to 
the losses it may suffer upon investment of the premiums 
paid in. Cf. Le Gierse case, 312 U.S. at p. 539. 


The risk of loss that is inseparable from investment is 
accompanied, of course, by the chance of gain. An invest- 
ment such as a common stock may appreciate in absolute 
value over the holding period. Insurance does not provide 
this chance. When an insured or a genuine annuitant shifts 
his risk of loss to the insurance company, he also gives up 
this chance of gain. 


What of a ‘‘variable annuitant’’? As the lower court 
found, he makes payments to one of the appellees ‘‘with 
the hope or expectation that a profit will accrue to him as 
a result of the management of the portfolio of securities 
purchased’’ by the company with his money and that of 
other ‘‘annuitants.’’ This hope or expectation of profit 
exists throughout both the accumulation period and the 
‘‘annuity’’ period (Finding 74). The ‘‘annuitant’’ always 
bears the risk of loss (Finding 40). The appellees do not 
take any part of that risk: like managers of investment 
companies, they are without legal responsibility to the 
‘‘annuitants’’ for any investment, reasonably prudent when 
made, that happens suddenly to go bad. They cannot be 
held accountable for any losses to ‘‘variable annuitants”’ 
that stem from sudden drops in equity values caused by 
war, deflation, executive heart attacks, or any of a thousand 
other unforeseeable events that affect security values. The 
dollar value of the ‘‘variable annuitant’s’’ contract, then, 
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will vary from day to day with the quotations of the securi- 
ties in which his payments are invested. If there is an 
ultimate gain, he gets it all (less the charges of the is- 
suer-appellee) ; if there is a loss, he suffers it all (plus the 
charges of the issuer-appellee). No intervening obligor 
stands between him and the benefits and burdens of secur- 
ity ownership. 


Finally, the hope of gain that is entertained by people 
who buy appellees’ ‘‘variable annuities’’ rests solely on the 
hope that the gain will arise from appellees’ skillful man- 
agement of the security portfolio bought with the ‘‘variable 
annuitants’’ money. The contract holders have no voice 
in the companies’ investment policy. See Finding 52, 1 
App. 108. That is the sphere of the promoters. The people 
who put up the money count on the efforts and ability of 
appellees to produce their profits or limit their losses.? 


Exactly these considerations have been relied on by the 
courts in holding other and similar devices to be ‘‘invest- 
ment contracts’’ within the meaning of §2(1) of the Se- 
eurities Act. The leading case is SEC v. W. J. Howey Co., 
328 U. S. 293 (1946). There a group of promoters offered 
to the public interests in land planted to citrus trees. To- 
gether with these interests they offered service contracts 
whereby the promoters undertook, for a fee, to cultivate 
each ‘‘landowner’s’’ trees and harvest and market his crop, 
remitting the net profits to him. The ‘‘landowners’’ there, 
like the ‘‘variable annuitants’’ here, were people looking 
for a common enterprise managed by experts in which they 
could put their money and from which they might realize 
profits. The Court held that they had bought ‘‘investment 

* Counsel for Appellee, VAL.IC, admitted to speculation in his clients’ “vari- 
able annuity” scheme when he objected to assumed projections illustrating the 


future value of accumulation units because the value at any future date cannot 
be calculated (1 App. 157-159). 


contracts’’ as that term is used in § 2(1) of the Securities 
Act of 1933, saying: 

**Thus all the elements of a profit-seeking business 
venture are present here. The investors provide the 
capital and share in the earnings and profits; the pro- 
moters manage, control and operate the enterprise. 
It follows that the arrangements whereby the in- 
vestors’ interests are made manifest involve invest- 
ment contracts, regardless of the legal terminology in 
which such contracts are clothed’’ (328 U.S. at p. 300). 


Speaking more broadly, the Court laid down a rule ap- 
plicable to all such situations: 


‘‘The test is whether the scheme involves an invest- 
ment of money in a common enterprise with profits to 
come solely from the efforts of others ** * The statu- 
tory policy of affording broad protection to investors 
is not to be thwarted by unrealistic and irrelevant 
formulae’’ (328 U. S. at p. 301). 


The trappings of ‘‘land ownership’’ surrounding the 
Howey scheme did not blind the Supreme Court to its 
substance as an investment contract and registerable secur- 
ity. The trappings of ‘‘insurance’’ and ‘‘annutties’’ that 
adorn the scheme contrived by appellees should likewise 
fail to mislead this Court. The lower court expressly found 
that these empty ‘‘insurance features’’ ‘‘do not alter the 
investment characteristics’’ of the contract (Finding 93). 
To the extent that ‘‘variable annuities’? masquerade as 
‘<insurance’’ or ‘‘annuities,’’ therefore, they are a sham. 
They should be treated as other investments are. 


B. The “Variable Annuity” Investment Contracts Sold by 
Appellees are Securities that Must be Registered Under the 
Securities Act of 1933 


Section 2(1) of the Securities Act defines a ‘‘security’’ 
as, inter alia, ‘‘any * * * certificate of interest or participa- 
tion in any profit-sharing agreement [or] investment con- 
tract * * *’? Any ‘‘security’’ so defined must be regis- 
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tered under §§ 5 and 10 of the Act before it can be offered 
for sale or sold to the public. 


In the Howey case the Supreme Court held that the 
citrus grove device described above was a ‘‘security’’ with- 
in the terms of § 2(1) because it was an ‘‘investment con- 
tract’? and therefore had to be registered, like other se- 
curities, for the protection of the public. Additional au- 
thority is hardly necessary; but there are a number of de- 
cisions to the same effect. See, e.g.. cases cited in Loss, 
Securities Regulation (1951) 318, where the author com- 
ments on the Howey case: 


‘*A great many other schemes—many of them of the 
Alice in Wonderland variety—have been brought un- 
der both federal and state umbrellas by this same 
process of looking through form to substance.”’ 


Indeed, the court below concluded that ‘‘The investment 
provisions of the variable annuity bring the contract and 
the defendants [appellees] within the purview of the Se- 
eurities Act of 1933 * * *’’ (Conclusion 3, 1 App. 112). 
Only its error as to the applicability of the MceCarran- 
Ferguson Act prevented it from so holding. 


The registration requirement cannot be evaded; pro- 
moters cannot be allowed to dodge it by hiding under 
fictions: it is the basic instrument whereby the national 
policy of ‘‘truth in securities’’ is enforced. Almost 25 
years ago Congress determined that the welfare of the 
public demands full and fair disclosure of all material 
facts concerning securities to be offered through the mails 
or in interstate commerce. It forbade material misrepre- 
sentations, even innocent ones, about such securities. Se- 
eurities are purchased with the expectation of gain through 
another’s efforts and skill, but ownership is always ac- 
companied by the risk of loss. The business of selling 
them is one that too easily lends itself to misrepresenta- 
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tions. Unless this business is policed, the possibility of 
profit tends to be emphasized and the risk of loss minimized 
(see, for example, appellees’ sales literature, 2 App. 745- 
804) by the natural cupidity of buyers and the equally 
natural desire of sellers to make sales (to say nothing of 
naive buyers and venal sellers).’ Congress elected to base 
this policing on the requirement of registration under the 
Securities Act. Without full and fair disclosure there can 
be no registration, and without registration there can be no 
publie offering or sale. This ‘‘disclosure regulation’’ un- 
der the Securities Act has worked so well and ‘‘with such 
salutary and beneficial results’? that it ‘‘has been one of 
the significant developments of our time.’’ United States 
v. Morgan, 118 F. Supp. 621, 646 (S. D. N. Y. 1953). 


It is undisputed that appellees are offering their *‘vari- 
able annuity’’ securities by use of the mails and the in- 
strumentalities of interstate commerce. It is likewise un- 
disputed that they are not exempt from registration under 
§ 3(a)(11) (intrastate offerings) or § 3(b) (small offer- 
ings) of the Act. And it is obvious that the public is as 
much in need of full and fair disclosure respecting ‘‘vari- 
able annuities’’ as it is in the case of any other security, 
embodying as they do all the hazards of other securities. 
‘<Variabl® annuities’”’ are therefore subject to registration 
unless they are exempt under § 3(a)(8) of the Act, a ques- 
tion discussed immediately below. 

1“ * * it js rather unrealistic to expect that the dealers, people who have 
something to sell, are not going to puff their merchandise when they sell * * * 
[T]he concept of a reluctant salesman is just about as visionary as that of a 
nation without a thirst.” Hearings before the House Committee on Interstate 


and Foreign Commerce on H. R. 7550 and S. 2846 (to amend the Securities 
Act), 83d Cong., 2d Sess., p. 104 (1954) (testimony of Louis Loss). 
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C. “Variable Annuities” are Not Exempt From Registration 
as Insurance or Annuity Contracts Under § 3(a)(8) of the 
Act 


We believe we have substantially covered this point 


above. Here we intend only to clarify the precise exemp- 
tion issue raised by the Securities Act. 


Section 3({a)(8) exempts from the registration require- 
ment of the Securities Act 


‘*Any insurance or endowment policy or annuity con- 
tract or optional annuity contract, issued by a cor- 
poration subject to the supervision of the insurance 
commissioner, bank commissioner, or any agency or 
officer performing like functions, of any State or Terri- 
tory of the United States or the District of Columbia.’’ 


The House Report on the bill that became the Securities 
Act comments briefly on this exemption by noting that it 


‘¢* * * makes clear what is already implied in the act, 
namely, that insurance policies are not to be regarded 
as securities subject to the provisions of the act. The 
insurance policy and like contracts are not regarded in 
the commercial world as securities offered to the pub- 
lie for investment purposes.’’ H. R. Rep. 85, 73d 
Cong., Ist Sess. (1933) p. 15. 


Can a ‘‘variable annuity’’ contract be considered ‘‘like’’ 
an ordinary insurance or annuity contract? Certainly it 
was not so considered in 1933, for it did not then exist: it 
is a bastard born in 1952 seeking to assimilate by a quali- 
fying descriptive adjective (‘‘variable’’) an honorable 
name (‘‘annuity’’) to which it is not entitled. But even 
if it had existed when the statute was passed, there could 
hardly have been any serious claim that it should be exempt 
from registration because it was ‘‘like’’ contracts provid- 
ing insurance and annuities. The ‘‘variable annuity,’’ as 
we have shown, is a vehicle for speculation in which all the 
risks of property ownership fall on the buyer, though all 
the ‘*management”’ incidents of ownership (including man- 
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agement fees) are reserved to the promoters. Insurance 
and annuity contracts contain no element of speculation; 
they guarantee a definite return; and the risks of property 
ownership involved are borne exclusively by the issuing 
companies, which are required by law to possess a ‘‘re- 
serve’’ to meet the guarantees which they make upon as- 
suming the risk shifted to them. The ‘‘likeness,’’ then, is 
exclusively verbal. 


In any event, it is inconceivable that the 73d Congress, 
determined to stop the speculative abuses that had con- 
tributed to the great depression of that period, would have 
exempted from the ‘‘disclosure act’? a scheme furnishing 
the public an opportunity to invest in common stocks and 
to win or lose depending on a combination of luck and the 
skill of the promoters. The ‘‘variable annuity’’ is the 
very kind of investment medium Congress aimed at when 
it adopted the Securities Act. To exempt this scheme be- 
cause it wears the ‘‘annuity’’ label would sacrifice sub- 
stance to form and frustrate the congressional purpose. 


V 


Appellees are “Investment Companies” Under the In- 
vestment Company Act of 1940 and Must Register as Such 


The Securities Act emphasizes protection of investors 
and the public interest at the moment securities are of- 
fered. The Investment Company Act extends that pro- 
tection, in certain investment situations, after the sale has 
taken place. The appellee companies are subject to the 
latter as well as the former. 


A. Appellees are “Investment Companies” 


Like the Securities Act, the Investment Company Act is 
concerned with substance rather than form. The Act de- 
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fines an ‘‘issuer”’ as ‘‘every person who issues or proposes 
to issue any security, or has outstanding any security which 
it has issued’’ (§ 2(a)(21), 15 U. S. C. § 80a-2(a) (21). 
And an ‘‘investment company”’ is defined by the Act as an 
issuer that is 
‘*(1) * * * engaged primarily in the business of 
investing, reinvesting, or trading in securities’’ 
or 
**(3) ** * engaged or proposes to engage in the busi- 
ness of investing, reinvesting, owning, holding, 
or trading in securities, and owns or proposes 
to acquire investment securities having a value 
exceeding 40 per centum of the value of such 
issuer’s total assets (exclusive of Government 
securities and cash items) * * *’” 


“ * * 


An issurer conforming to these descriptions, even one 
disguised as an insurer, must register with the SEC as an 
investment company under §8 of the Act (15 U. S. C. § 
80a-8) and obey the other provisions contained therein 
designed to protect buyers and holders of its securities 
and the public interest. 


Manifestly the appellees are engaged in the business of 
investing, reinvesting, owning, holding and trading in se- 
eurities. Their skill in investing so as to defeat the effect 
of inflation, indeed, is the essence of their sales pitch. They 
have retained an investment adviser to help them (1 App. 
513). Investing and trading in securities is their principal 
business, for they do virtually nothing else (except sell 
to the public shares in their investment pool). But it is 
not'even necessary to quibble about whether investing is 
their ‘‘primary’’ business, because far more than 40 per 
cent of their assets are, or are proposed to be, in common 
stocks, which would bring them within part (3) of the 


These definitions of an “investment company” are contained in §§ 3a(1) 
and 3a(3) of the Act, respectively, 15 U.S.C. §§ 80a-3a(1) and (3). 
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quoted definition even if their admitted ‘‘investing’’ were 
not their ‘‘primary’’ business.? 


B. Appellees are Not Exempt from Registration as 
“Insurance Companies” 


The Investment Company Act contains no exemption for 
‘‘annuities’’ or ‘‘annuity companies.’’ However, § 3(c) (3) 
of the Act (15 U. S. C. § 80a-3(c)(3)) excludes ‘‘insur- 
ance companies’’ from the above-quoted definition of ‘‘in- 
vestment companies.’’ For this purpose an ‘‘insurance 
company’’ is defined in § 2(a)(17) of the Act, 15 U.S. C. 
§ 80a-2(a)(17) as 

“<* * * 9 company which is organized as an insurance 
company, whose primary and predominant business 
activity is the writing of insurance or the reinsuring 
of risks underwritten by insurance companies, and 
which is subject to supervision by the insurance com- 


missioner or a similar official or ageney of a State 
[including the District of Columbia] * * *”’ 


The Act, then, provides the ‘‘insurance’’ exemption only 
for those companies whose ‘‘primary and predominant’’ 
business is the writing of insurance or reinsurance. The 
record shows that the insurance written by appellees is at 
best de minimis, and not by any means a ‘‘primary and 
predominant’’ part of their business. Consequently, this 
Court should not permit appellees to hide behind the ‘‘in- 
surance’’ exemption of the Investment Company Act of 
1940. They must comply with the law. 

?The lower court concluded that the “investment provisions” of “variable 


annuity” contracts brought appellees “within the purview” of the Investment 
Company Act as well as the Securities Act (Conclusion 3; 1 App. 112). 
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CONCLUSION 


It is respectfully submitted that the trial court erred in 
failing to grant the relief prayed for in the complaint, and 
mandate of this court should issue accordingly. 


JOHN H. DORSEY, 

JOHN W. LINDSEY, 

BOLLING R. POWELL, JR., 

1741 K Street, N. W., 

Washington 6, D. C., 

Attorneys for National Association of 


Securities Dealers, Inc., Appellant. 


Of counsel: 
Epwarp G. Howarp. 


January, 1958. 
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APPENDIX A 
DISTRICT OF COLUMBIA CODE (1951) 
TITLE 35.—INSURANCE 
Chapter 1.—Insurance DEPARTMENT—GENERAL PROVISIONS 


§ 35-101 [5:171]. Department of Insurance created—Su- 
perintendent of Insurance—Subject to 
supervision of Commissioners. 


There shall be, and is hereby, established in the District 
a Department of Insurance, under the direction of the 
commissioners of the District. The said commissioners 
are authorized and directed to appoint a Superintend- 
ent of Insurance and one clerk. The said superintend- 
ent and clerk shall devote their services exclusively 
to the business of said department. Said superin- 
tendent shall have supervision of all matters pertaining 
to insurance, insurance companies, and beneficial or- 
ders and associations, subject only to the general 
supervision of the commissioners. (Mar. 3, 1901, 31 
Stat. 1289, ch. 854, § 645; June 30, 1902, 32 Stat. 534, 
ch. 1329.) 


§ 35-102 [5:172]. Duties of Superintendent— * * * 


It shall be the duty of said superintendent to see that 
all laws of the United States relating to insurance or 
insurance companies, * * * are faithfully executed; * * * 
(Mar. 3, 1901, 31 Stat. 1290, ch. 854, § 646; Jan. 17, 
1912, 37 Stat. 53, ch. 11.) 


Chapter 2.—Provisions APpr.IcaBLE TO More THan ONE 
Kip or Insurance. 


* * * 
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§ 35-202 [5:179]. ‘‘Health, Accident, and Life Insurance 
Companies’’ Defined * * * 


Every corporation, joint-stock company, or association 
not exempt herein, transacting business in the District 
of Columbia, which collects premiums, dues, or assess- 
ments from its members or from holders of its certifi- 
cates or policies, and which provides for the payment 
of indemnity on account of sickness or accident, or a 
benefit in case of death, shall be known as ‘‘health, 
accident, and life insurance companies or associations 
*** (Mar. 3, 1901, 31 Stat. 1292, ch. 854, § 653; Aug. 
15, 1911, 37 Stat. 16, ch. 12, §§ 1, 2.) 


* * * 


Chapter 3.—Lirre Insurance Act—DEFINITIONS 


* * * 


§35-301 [5:216]. Short title—Application of law. 


Chapters 3 to 8 of this title shall be known as the ‘‘ Life 
Insurance Act.’’ All life-insurance companies now or 
hereafter incorporated or formed by authority of any 
general or special law of this District or by other Act 
of Congress, and all foreign and alien companies au- 
thorized to do business in this District, shall be subject 
to said chapters. (June 19, 1934, 48 Stat. 1127, ch. 
672, § 1, ch. 1.) 


§ 35-302 [5:216a]. Definitions. 


In chapters 3-8 of this title, unless the context other- 


wise requires * * * 
e 5 2 


‘‘Company’’ means any life insurance company and 
includes a corporation, company, or association of 
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persons engaged in or proposing to engage in the busi- 
ness of life insurance; 


*% * % 


‘Liabilities’? means all debts, due or to become due, 
contingent or otherwise, of which the company has 
knowledge, and includes the reserves required by chap- 
ters 3-8 of this title; * * * (June 19, 1934, 48 Stat. 1128, 
ch. 672 § 2, ch. I.) 


* * *- 


Chapter 4.—DepartTMENT oF InsuRANCE WitTH RESPECT TO 
Lire CoMPANIES 


§ 35-401 [5:217]. Insurance department—Superintendent 
of Insurance— * * * 


There shall be continued in the District a department 
charged with the execution of the laws relating to in- 


surance, to be called the ‘‘Department of Insurance of 
the District of Columbia.’’ At the head of such depart- 
ment there shall be a Superintendent of Insurance, 
who shall devote his entire service to the department. 
He shall be appointed by and hold his office at the 
pleasure of the commissioners * * * (June 19, 1934, 48 
Stat. 1129, ch. 672, § 1, ch. IT.) 


§ 35-404 [5:217c]. Certificate of authority—Effect—Issu- 
ance. 


It shall be the duty of the superintendent to issue a 
certificate of authority to a company when it shall have 
complied with the requirements of the laws of the Dis- 
trict so as to entitle it to do business therein * * * 
(June 19, 1934, 48 Stat. 1131, ch. 672, § 5, ch. IT.) 
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Chapter 5.—Domestic Lire CoMPaANIES 


§ 35-501 [5:218]. Articles of incorporation. 


Any seven or more persons who desire to become in- 
eorporated as an insurance company shall make, sign, 
and acknowledge articles of incorporation before an 
officer authorized to take acknowledgment of deed, in 
which shall be stated: 
cd * * 
(d) The purpose of the company, which shall be re- 
stricted to the business of insurance appertaining 
to persons. 


* % * 


(June 19, 1934, 48 Stat. 1143, ch. 672, § 1, ch. III.) 


Chapter 7.—Provisions Rexiatine to Auu Lire Insurance 
CoMPANIES 


§ 35-701 [5:220]. Superintendent to value polictes—Legal 
standard of valuation. 


(a) The Superintendent shall annually value, or cause 
to be valued, the reserve liabilities (hereinafter 
called reserves) for all outstanding life-insurance 
policies and annuity and pure endowment con- 
tracts of every life-insurance company doing busi- 
ness in the District * * *, specifying the mortality 
table or tables, rate or rates of interest and meth- 
ods (net level premium method or other) used in 
the calculation of such reserves. All such valua- 
tions made by him or by his authority, shall be 
made upon the net premium basis * * * 


(June 19, 1934, 48 Stat. 1156, ch. 672, §1, ch. V; 
Feb. 19, 1948, 62 Stat. 27, ch. 66, § 1.) 
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McCARRAN-FERGUSON ACT 


Be it enacted by the Senate and House of Representatives 
of the United States of America in Congress assembled, 
That the Congress hereby declares that the continued regu- 
lation and taxation by the several States of the business 
of insurance is in the public interest, and that silence on 
the part of the Congress shall not be construed to impose 
any barrier to the regulation or taxation of such business 
by the several States. 


Sec. 2. (a) The business of insurance, and every person 
engaged therein, shall be subject to the laws of the several 
States which relate to the regulation or taxation of such 
business. 


(b) No Act of Congress shall be construed to invalidate, 
impair, or supersede any law enacted by any State for the 
purpose of regulating the business of insurance, or which 
imposes a fee or tax upon such business, unless such Act 
specifically relates to the business of insurance: Provided. 
That after June 30, 1948, the Act of July 2, 1890, as amend- 
ed, known as the Sherman Act, and the Act of October 135, 
1914, as amended, known as the Clayton Act, and the Act 
of September 26, 1914, known as the Federal Trade Com- 
mission Act, as amended, shall be applicable to the business 
of insurance to the extent that such business is not regu- 
lated by State law. 


Sec. 3. (a) Until June 30, 1948, the Act of July 2, 1890, 
as amended, known as the Sherman Act, and the Act of 
October 15, 1914, as amended, known as the Clayton Act, 
and the Act of September 26, 1914, known as the Federal 
Trade Commission Act, as amended, and the Act of June 
19, 1936, known as the Robinson-Patman Antidiscrimination 
Act, shall not apply to the business of insurance or to acts 
in the conduct thereof. 
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(b) Nothing contained in this Act shall render the said 
Sherman Act inapplicable to any agreement to boycott, 
coerce, or intimidate, or act of boycott, coercion, or intimi- 
dation. 


Sec. 4. Nothing contained in this Act shall be construed 
to affect in any manner the application to the business of 
insurance of the Act of July 5, 1935, as amended, known as 
the National Labor Relations Act, or the Act of June 28, 
1938, as amended, known as the Fair Labor Standards Act 
of 1938, or the Act of June 5, 1920, known as the Merchant 
Marine Act, 1920. 


SECURITIES ACT OF 1933 AS AMENDED 


AN ACT 


To provide full and fair disclosure of the character of secu- 
rities sold in interstate and foreign commerce and 
through the mails, and to prevent frauds in the sale there- 
of, and for other purposes. 


Be it enacted by the Senate and House of Representatives 
of the United States of America in Congress assembled, 


Sec. 2. When used in this title, unless the context 
otherwise requires— 

(1) The term ‘‘security’’ means any note, stock, 
treasury stock, bond, debenture, evidence of indebted- 
ness, certificate of interest or participation in any 
‘profit-sharing agreement, collateral-trust certificate, 
preorganization certificate or subscription, transfer- 
able share, investment contract, voting-trust certificate, 
certificate of deposit for a security, fractional undi- 
vided interest in oil, gas, or other mineral rights, or, 
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in general, any interest or instruinent commonly known 
as a ‘‘security,’’ or any certificate of interest or par- 
ticipation in, temporary or interim certificate for, re- 
ceipt for, guarantee of, or warrant or right to sub- 
scribe to or purchase, any of the foregoing. 


” * * 


Sec. 3. (a) Except as hereinafter expressly provid- 
ed, the provisions of this title shall not apply to any of 
the following classes of securities: 


* * * 


Sec. 3. (a) (8) Any insurance or endowment policy or 
annuity contract or optional annuity contract, issued by a 
corporation subject to the supervision of the insurance 
commissioner, bank commissioner, or any agency or officer 
performing like functions, of any State or Territory of the 
United States or the District of Columbia; 


* * * 


Sec. 3. (a) (11) Any security which is a part of an 
issue offered and sold only to persons resident within a sin- 
gle State or Territory, where the issurer of such security is 
a person resident and doing business within, or, if a cor- 
poration, incorporated by and doing business within, such 
State or Territory. 


Sec. 3. (b) The Commission may from time to time 
by its rules and regulations, and subject to such terms and 
conditions as may be prescribed therein, add any class of 
securities to the securities exempted as provided in this 
section, if it finds that the enforcement of this title with 
respect to such securities is not necessary in the public 
interest and for the protection of investors by reason of 
the small amount involved or the limited character of the 
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public offering; but no issue of securities shall be exempted 
under this subsection where the aggregate amount at which 
such' issue is offered to the public exceeds $300,000. 


Sec. 5. (a) Unless a registration statement is in 
effect as to a security, it shall be unlawful for any person, 
directly or indirectly— 

(1) to make use of any means or instruments of 
transportation or communication in interstate com- 
merce or of the mails to sell such security through the 
use or medium of any prospectus or otherwise; or 


(2) to earry or cause to be carried through the 
mails or in interstate commerce, by any means or in- 
struments of transportation, any such security for the 
purpose of sale or for delivery after sale. 


(b) It shall be unlawful for any person, directly or in- 
directly— 

(1) to make use of any means or instruments of 
transportation or communication in interstate com- 
merce or of the mails to carry or transmit any pros- 
pectus relating to any security with respect to which 
a registration statement has been filed under this title, 
unless such prospectus meets the requirements of sec- 
tion 10; or 


¢ * 2 


(c) It shall be unlawful for any person, directly or in- 
directly, to make use of any means or instruments of trans- 
portation or communication in interstate commerce or of the 
mails to offer to sell or offer to buy through the use or 
medium of any prospectus or otherwise any security, un- 
less a registration statement has been filed as to such secur- 
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ity, or while the registration statement is the subject of a 
refusal order or stop order or (prior to the effective date 
of the registration statement) any public proceeding or ex- 
amination under section 8. 


* * 2 


Sec. 10. (a) Except to the extent otherwise permitted or 
required pursuant to this subsection or subsections (c), 
(d), or (e)— 

(1) a prospectus relating to a security other than 
a security issued by a foreign government or political 
subdivision thereof, shall contain the information con- 
tained in the registration statement, but it need not 
include the documents referred to in paragraphs (28) 
to (32), inclusive, of schedule A; 


(2) a prospectus relating to a security issued by a 
foreign government or political subdivision thereof 
shall contain the information contained in the regis- 
tration statement, but it need not include the docu- 
ments referred to in paragraphs (13) and (14) of 
schedule B; 


(3) notwithstanding the provisions of paragraphs 
(1) and (2) of this subsection (a) when a prospectus 
is used more than nine months after the effective date 
of the registration statement, the information contain- 
ed therein shall be as of a date not more than sixteen 
months prior to such use, so far as such information 
is known to the user of such prospectus or can be fur- 
nished by such user without unreasonable effort or ex- 


pense; 


(4) there may be omitted from any prospectus anv 
of the information required under this subsection (a) 
which the Commission may by rules or regulations des- 
ignate as not being necessary or appropriate in the 
public interest or for the protection of investors. 








(b) In addition to the prospectus permitted or required 
in subsection (a), the Commission shall by rules or regu- 
lations deemed necessary or appropriate in the public in- 
terest or for the protection of investors permit the use of 
a prospectus for the purposes of subsection (b) (1) of 
section 5 which omits in part or summarizes information 
in the prospectus specified in subsection (a). A prospectus 
permitted under this subsection shall, except to the ex- 
tent the Commission by rules or regulations deemed neces- 
sary'or appropriate in the public interest or for the pro- 
tection of investors otherwise provides, be filed as part of 
the registration statement but shall not be deemed a part of 
such registration statement for the purposes of section 11. 
The Commission may at any time issue an order preventing 
or suspending the use of a prospectus permitted under this 
subsection (b), if it has reason to believe that such pros- 
pectus has not been filed (if required to be filed as part of 
the registration statement) or includes any untrue state- 
ment of a material fact or omits to state any material fact 
required to be stated therein or necessary to make the state- 
ments therein, in the light of the circumstances under which 
such prospectus is or is to be used, not misleading. Upon 
issuance of an order under this subsection, the Commission 
shall give notice of the issuance of such order and oppor- 
tunity for hearing by personal service or the sending of 
confirmed telegraphic notice. The Commission shall vacate 
or modify the order at any time for good cause or if such 
prospectus has been filed or amended in accordance with 
such order. 


(c) Any prospectus shall contain such other information 
as the Commission may by rules or regulations require as 
being necessary or appropriate in the public interest or for 
the protection of investors. 





(d) In the exercise of its powers under subsections (a), 
(b), or (c), the Commission shall have authority to classify 
prospectuses according to the nature and circumstances of 
their use or the nature of the security, issue, issuer, or 
otherwise, and, by rules and regulations and subject to 
such terms and conditions as it shall specify therein, to pre- 
scribe as to each class the form and contents which it may 
find appropriate and consistent with the public interest and 
the protection of investors. 


(e) The statements or information required to be in- 
cluded in a prospectus by or under authority of subsections 
(a), (b), (¢), or (d), when written, shall be placed in a 
conspicuous part of the prospectus and, except as other- 
wise permitted by rules or regulations, in type as large 
as that used generally in the body of the prospectus. 


(f) In any case where a prospectus consists of a radio or 
television broadcast, copies thereof shall be filed with the 
Commission under such rules and regulations as it shall 
prescribe. The Commission may by rules and regulations 
require the filing with it of forms and prospectuses used in 
connection with the offer or sale of securities registered un- 
der this title. 


Sec. 20. (a) Whenever it shall appear to the Commis- 
sion, either upon complaint or otherwise, that the pro- 
visions of this title, or of any rule or regulation prescribed 
under authority thereof, have been or are about to be 
violated, it may, in its discretion, either require or permit 
such person to file with it a statement in writing, under 
oath, or otherwise, as to all the facts and circumstances 
concerning the subject matter which it believes to be in 
the public interest to investigate, and may investigate such 
facts. 
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(b) Whenever it shall appear to the Commission that 
any person is engaged or about to engage in any acts or 
practices which constitute or will constitute a violation of 
the provisions of this title, or of any rule or regulation 
prescribed under authority thereof, it may in its discre- 
tion, bring an action in any district court of the United 
States, United States court of any Territory, or the United 
States District Court for the District of Columbia to en- 
join such acts or practices, and upon a proper showing a 
permanent or temporary injunction or restraining order 
shall be granted without bond. The Commission may 
transmit such evidence as may be available concerning such 
acts or practices to the Attorney General who may, in his 
discretion, institute the necessary criminal proceedings un- 
der this title. Any such criminal proceeding may be 
brought either in the district wherein the transmittal of 
the prospectus or security complained of begins, or in the 
district wherein such prospectus or security 1s received. 


(ec) Upon application of the Commission the district 
courts of the United States, the United States courts of any 
Territory, and the United States District Court for the 
District of Columbia, shall also have jurisdiction to issue 
writs of mandamus commanding any person to comply 
with the provisions of this title or any order of the Com- 
mission made in pursuance thereof. 


* * * 


Src. 22. (a) The district courts of the United States, the 
United States courts of any Territory, and the United 
States District Court for the District of Columbia shall 
have jurisdiction of offenses and violations under this title 
and under the rules and regulations promulgated by the 
Commission in respect thereto, and, concurrent with State 
and Territorial courts, of all suits in equity and actions at 


wo 
lo 


law brought to enforce any liability or duty created by this 
title. Any such suit or action may be brought in the dis- 
trict wherein the defendant is found or is an inhabitant or 
transacts business, or in the district where the offer or sale 
took place, if the defendant participated therein, and 
process in such cases may be served in any other district 
of which the defendant is an inhabitant or wherever the 
defendant may be found. Judgments and decrees so ren- 
dered shall be subject to review as provided in sections 
128 and 240 of the Judicial Code, as amended (U. S. C.. 
title 28, secs. 225 and 347). No case arising under this 
title and brought in any State court of competent juris- 
diction shall be removed to any court of the United States. 
No costs shall be assessed for or against the Commission 
in any proceeding under this title brought by or against 
it in the Supreme Court or such other courts. 


(b) In ease of contumacy or refusal to obey a sub- 
pena issued to any person, any of the said United States 
courts, within the jurisdiction of which said person guilty 
of contumacy or refusal to obey is found or resides, upon 
application by the Commission may issue to such person 
an order requiring such person to appear before the Com- 
mission, or one of its examiners designated by it, there to 
produce documentary evidence if so ordered, or there to 
give evidence touching the matter in question; and any 
failure to obey such order of the court may be punished 
by said court as a contempt thereof. 


(c) No person shall be excused from attending and 
testifying or from producing books, papers, contracts, 
agreements, and other documents before the Commission. 
or in obedience to the subpena of the Commission or any 
member thereof or any officer designated by it, or in any 
cause, or proceeding instituted by the Commission, on the 
ground that the testimony or evidence, documentary or 
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otherwise, required of him, may tend to incriminate him or 
subject him to a penalty or forfeiture; but no individual 
shall be prosecuted or subjected to any penalty or for- 
feiture for or on account of any transaction, matter, or 
thing concerning which he is compelled, after having 
claimed his privilege against self-incrimination, to testify 
or produce evidence, documentary or otherwise, except that 
such individual so testifying shall not be exempt from 
prosecution and punishment for perjury committed in' so 
testifying. 


INVESTMENT COMPANY ACT OF 1940 


AN ACT 


To provide for the registration and regulation of invest- 
| . - . 
ment companies and investment advisers, 
and for other purposes. 


Be it enacted by the Senate and House of Representa- 
tives of the United States of America in Congress as- 
sembled, 


Sec. 1. (a) Upon the basis of facts disclosed by the 
record and reports of the Securities and Exchange Com- 
mission made pursuant to section 30 of the Publie Utility 
Holding Company Act of 1935, and facts otherwise dis- 
closed and ascertained, it is hereby found that investment 
companies are affected with a national public interest in 
that, among other things— 

(1) the securities issued by such companies, which 
constitute a substantial part of all securities publicly 
offered, are distributed, purchased, paid for. ex- 
changed, transferred, redeemed, and repurchased by 
use of the mails and means and instrumentalities of 
interstate commerce, and in the case of the numerous 
companies which issue redeemable securities this proc- 
ess of distribution and redemption is continuous; 
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(2) the principal activities of such companies—in- 
vesting, reinvesting, and trading in securities—are 
conducted by use of the mails and means and instru- 
mentalities of interstate commerce, including the fa- 
cilities of national securities exchanges, and constitute 
a substantial part of all transactions effected in the 
securities markets of the Nation; 


(3) such companies customarily invest and trade 
in securities issued by, and may dominate and control 
or otherwise affect the policies and management of, 
companies engaged in business in interstate com- 
merece ; 


(4) such companies are media for the investment in 
the national economy of a substantial part of the na- 
tional savings and may have a vital effect upon the 
flow of such savings into the capital markets; and 


(5) the activities of such companies, extending 
over many States, their use of the instrumentalities of 
interstate commerce and the wide geographic distri- 
bution of their security holders, make difficult, if not 
impossible, effective State regulation of such com- 
panies in the interest of investors. 


(b) Upon the basis of facts disclosed by the record and 
reports of the Securities and Exchange Commission made 
pursuant to section 30 of the Publie Utility Holding Com- 
pany Act of 1935, and facts otherwise disclosed and ascer- 
tained, it is hereby declared that the national public in- 
terest and the interest of investors are adversely affected— 

(1) when investors purchase, pay for, exchange, 
receive dividends upon, vote, refrain from voting, sell, 
or surrender securities issued by investment com- 
panies without adequate, accurate, and explicit infor- 
mation, fairly presented, concerning the character of 
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such securities and the circumstances, policies, and fi- 
nancial responsibility of such companies and their 
management ; 


(2) when investment companies are organized, op- 
erated, managed, or their portfolio securities are se- 
lected, in the interest of directors, officers, investment 
advisers, depositors, or other affiliated persons there- 
of, in the interest of underwriters, brokers, or dealers, 
in the interest of special classes of their security 
holders, or in the interest of other investment com- 
panies or persons engaged in other lines of business, 
rather than in the interest of all classes of such com- 
panies’ security holders; 


(3) when investment companies issue securities 
containing inequitable or discriminatory provisions, 
or fail to protect the preferences and privileges of the 
holders of their outstanding securities; 


(4) when the control of investment companies is 
unduly concentrated through pyramiding or inequita- 
ble methods of control, or is inequitably distributed, 
or when investment companies are managed by irre- 
sponsible persons; 


(5) when investment companies, in keeping their 
accounts, in maintaining reserves, and in computing 
their earnings and the asset value of their outstanding 
securities, employ unsound or misleading methods, or 
are not subjected to adequate independent scrutiny; 


(6) when investment companies are reorganized, 
become inactive, or change the character of their busi- 
ness, or when the control or management thereof is 
transferred, without the consent of their security 
holders; 
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(7) when investment companies by excessive bor- 
rowing and the issuance of excessive amounts of senior 
securities increase unduly the speculative character 
of their jurior securities; or 


(8) when investment companies operate without 
adequate assets or reserves. 

It is hereby declared that the policy and purposes of this 
title, in accordance with which the provisions of this title 
shall be interpreted, are to mitigate and, so far as is 
feasible, to eliminate the conditions enumerated in this 
section which adversely affect the national public interest 
and the interest of investors. 


Sec. 2. (a) (17) ‘‘Insurance Company’’ means a company 
which is organized as an insurance company, whose pri- 
mary and predominant business activity is the writing of 
insurance or the reinsuring of risks underwritten by in- 
surance companies, and which is subject to supervision by 
the insurance commissioner or a similar official or agency 
of a State; or any receiver or similar official or any liqui- 
dating agent for such a company, in his capacity as such. 


(21) ‘‘Issuer’’ means every person who issues or pro- 
poses to issue any security, or has outstanding any secur- 
ity which it has issued. 


Sec. 3. (a) When used in this title, ‘‘investment com- 
pany’’ means any issuer which— 
(1) is or holds itself out as being engaged primar- 
ily, or proposes to engage primarily, in the business of 
investing, reinvesting, or trading in securities; 
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(2) is engaged or proposes to engage in the busi- 
ness of issuing face-amount certificates of the install- 
ment type, or has been engaged in such business and 
has any such certificate outstanding; or 


(3) is engaged or proposes to engage in the busi- 
ness of investing, reinvesting, owning, holding, or 
trading in securities, and owns or proposes to acquire 
investment securities having a value exceeding 40 per 
eentum of the value of such issuer’s total assets (ex- 
elusive of Government securities and cash items) on 
an unconsolidated basis. 

As used in this section, ‘‘investment securities’’ includes 
all securities except (A) Government securities, (B) se- 
eurities issued by employees’ securities companies, and 
(C) securities issued by majority-owned subsidiaries of 
the owner which are not investment companies. 


* * 5 


Sec. 3. (¢) (3) Any bank or insurance company; any 
savings and loan association, building and loan associa- 
tion, cooperative bank, homestead association, or similar 
institution, or any receiver, conservator, liquidator, liqui- 
dating agent, or similar official or person thereof or there- 
for; any common trust fund or similar fund maintained 
by a bank exclusively for the collective investment and re- 
investment of moneys contributed thereto by the bank in 
its eapacity as a trustee, executor, administrator, or 
guardian; or any common trust fund or similar fund, es- 
tablished before the effective date of the Revenue Act of 
1936 by a corporation which is supervised or examined by 
State or Federal authority having supervision over banks, 
if a majority of the units of beneficial interest in such 
fund, other than units owned by charitable or educational 
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institutions, are held under instruments providing for pay- 
ment of income to one or more persons and of principal 
to another or others. 


Sec. 8. (a) Any investment company organized or 
otherwise created under the laws of the United States or 
of a State may register for the purposes of this title by 
filing with the Commission a notification of registration, 
in such form as the Commission shall by rules and regula- 
tions prescribe as necessary or appropriate in the public 
interest or for the protection of investors. An investment 
company shall be deemed to be registered upon receipt by 
the Commission of such notification of registration. 


Sec. 24. (a) In registering under the Securities Act of 
1933 any security of which it is the issuer, a registered in- 
vestment company, in lieu of furnishing a registration 
statement containing the information and documents spe- 
cified in schedule A of said Act, may file a registration 
statement containing the following information and docu- 
ments: 

(1) such copies of the registration statement filed 
by such company under this title, and of such reports 
filed by such company pursuant to section 30 or such 
copies of portions of such registration statement and 
reports, as the Commission shall designate by rules 
and regulations; and 


(2) such additional information and documents (in- 
cluding a prospectus) as the Commission shall pre- 
scribe by rules and regulations as necessary or ap- 
propriate in the public interest or for the protection 
of investors. 
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(b) It shall be unlawful for any of the following com- 
panies, or for any underwriter for such a company, in con- 
nection with a public offering of any security of which such 
company is the issuer, to make use of the mails or any 
means or instrumentalities of interstate commerce, to 
transmit any advertisement, pamphlet, circular, form let- 
ter, or other sales literature addressed to or intended for 
distribution to prospective investors unless three copies 
of the full text thereof have been filed with the Commis- 
sion or are filed with the Commission within ten days 
thereafter: 

(1) any registered open-end company; 
(2) any registered unit investment trust; or 
(3) any registered face-amount certificate company. 


(c) In addition to the powers relative to prospectuses 
granted the Commission by section 10 of the Securities 
Act of 1933, the Commission is authorized to require, by 
rules and regulations or order, that the information con- 
tained in any prospectus relating to any periodic payment 
plan certificate or face-amount certificate registered under 
the Securities Act of 1933 on or after the effective date of 
this title be presented in such form and order of items, and 
such propectus contain such summaries of any portion of 
such information, as are necessary or appropriate in the 
public interest or for the protection of investors. 


(d) The exemption provided by paragraph (8) of sec- 
tion 3 (a) of the Securities Act of 1933 shall not apply to 
any security of which an investment company is the issuer. 
The exemption provided by paragraph (11) of said section 
3 (a) shall not apply to any security of which a registered 
investment company is the issuer, except a security sold 
or disposed of by the issuer or bona fide offered to the 
public prior to the effective date of this title, and with re- 
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spect to a security so sold, disposed of, or offered, shall 
not apply to any new offering thereof on or after the effec- 
tive date of this title. 


* ™ * 


Sec. 42. (a) The Commission may make such investiga- 
tions as it deems necessary to determine whether any per- 
son has violated or is about to violate any provision of this 
title or of any rule, regulation, or order hereunder, or to 
determine whether any action in any court or any proceed- 
ing before the Commission shall be instituted under this 
title against a particular person or persons, or with respect 
to a particular transaction or transactions. The Commis- 
sion shall permit any person to file with it a statement in 
writing, under oath or otherwise as the Commission shall 
determine, as to all the facts and circumstances concerning 
the matter to be investigated. 


(b) For the purpose of any investigation or any other 
proceeding under this title, any member of the Commis- 
sion, or any officer thereof designated by it, is empowered 
to administer oaths and affirmations, subpena witnesses, 
compel their attendance, take evidence, and require the pro- 
duction of any books, papers, correspondence, memoranda, 
contracts, agreements, or other records which are relevant 
or material to the inquiry. Such attendance of witnesses 
and the production of any such records may be required 
from any place in any State or in any Territory or other 
place subject to the jurisdiction of the United States at any 
designated place of hearing. 


(c) In case of contumacy by, or refusal to obey a sub- 
pena issued to, any person, the Commission may invoke 
the aid of any court of the United States within the juris- 
diction of which such investigation or proceeding is carried 
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on, or where such person resides or carries on business, 
in requiring the attendance and testimony of witnesses and 
the production of books, papers, correspondence, memo- 
randa, contracts, agreements, and other records. And such 
court may issue an order requiring such person to appear 
before the Commission or member or officer designated 
by the Commission, there to produce records, if so ordered, 
or to give testimony touching the matter under investiga- 
tion or in question; any failure to obey such order of the 
court may be punished by such court as a contempt there- 
of. All process in any such case may be served in the 
judicial district whereof such person is an inhabitant or 
wherever he may be found. Any person who without just 
cause shall fail or refuse to attend and testify or to answer 
any lawful inquiry or to produce books, papers, correspond- 
ence, memoranda, contracts, agreements, or other records, 
if in his or its power so to do, in obedience to the subpena 
of the Commission, shall be guilty of a misdemeanor, and 
upon conviction shall be subject to a fine of not more than 
$1,000 or to imprisonment for a term of not more than one 
year, or both. 


(d) No person shall be excused from attending and tes- 
tifying or from producing books, papers, correspondence, 
memoranda, contracts, agreements, or other records and 
documents before the Commission, or in obedience to the 
subpena of the Commission or any member thereof or any 
officer designated by it, or in any cause or proceeding in- 
stituted by the Commission, on the ground that the testi- 
mony or evidence, documentary or otherwise, required of 
him may tend to incriminate him or subject him to a penalty 
or forfeiture; but no individual shall be prosecuted or sub- 
ject to any penalty or forfeiture for or on account of any 
transaction, matter, or thing concerning which he is com- 
pelled to testify or produce evidence, documentary or other- 
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wise, after having claimed his privilege against self-incrim- 
ination, except that such individual so testifying shall not 
be exempt from prosecution and punishment for perjury 
committed in so testifying. 


(e) Whenever it shall appear to the Commission that 
any person has engaged or is about to engage in any act or 
practice constituting a violation of any provision of this 
title, or of any rule, regulation, or order hereunder, it may. 
in its discretion bring an action in the proper district court 
of the United States, or the proper United States court of 
any Territory or other place subject to the jurisdiction of 
the United States, to enjoin such acts or practices and to 
enforce compliance with this title or any rule, regulation, 
or order hereunder. Upon a showing that such person has 
engaged or is about to engage in any such act or practice, 
a permanent or temporary injunction or decree or restrain- 
ing order shall be granted without bond. In any proceed- 
ing under this subsection to enforce compliance with section 
7, the court as a court of equity may, to the extent it deems 
necessary or appropriate, take exclusive jurisdiction and 
possession of the investment company or companies in- 
volved and the books, records, and assets thereof, wherever 
located; and the court shall have jurisdiction to appoint a 
trustee, who with the approval of the court shall have power 
to dispose of any or all of such assets, subject to such terms 
and conditions as the court may prescribe. The Commis- 
sion may transmit such evidence as may be available con- 
cerning any violation of the provisions of this title, or of 
any rule, regulation, or order thereunder, to the Attorney 
General, who, in his discretion, may institute the appropri- 
ate criminal proceedings under this title. 


Sec. 43 (a) Any person or party aggrieved by an order 
issued by the Commission under this title may obtain 
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a review of such order in the circuit court of appeals 
of the United States within any circuit wherein such per- 
son resides or has his principal place of business, or in the 
United States Court of Appeals for the District of Colum- 
bia, ‘by filing in such court, within sixty days after the 
entry of such order, a written petition praying that the 
order of the Commission be modified or set aside in whole 
or in part. A copy of such petition shall be forthwith 
served upon any member of the Commission, or upon any 
officer thereof designated by the Commission for that pur- 
pose, and thereupon the Commission shall certify and file 
in the court a transcript of the record upon which the order 
complained of was entered. Upon the filing of such trans- 
script such court shall have exclusive jurisdiction to affirm, 
modify, or set aside such order, in whole or in part. No 
objection to the order of the Commission shall be consider- 
ed by the court unless such objection shall have been urged 
before the Commission or unless there were reasonable 
grounds for failure so to do. The findings of the Commis- 
sion as to the facts, if supported by substantial evidence, 
shall be conclusive. If application is made to the court 
for leave to adduce additional evidence, and it is shown 
to the satisfaction of the court that such additional evi- 
dence is material and that there were reasonable grounds 
for failure to adduce such evidence in the proceeding before 
the Commission, the court may order such additional evi- 
denee to be taken before the Commission and to be ad- 
dueed upon the hearing in such manner and upon such 
terms and conditions as to the court may seem proper. 
The Commission may modify its findings as to the facts 
by reason of the additional evidence so taken, and it shall 
file with the court such modified or new findings, which if 
supported by substantial evidence, shall be conclusive, 
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and its recommendation, if any, for the modification or set- 
ting aside of the original order. The judgment and decree 
of the court affirming, modifying, or setting aside, in whole 
or in part, any such order of the Commission shall be final, 
subject to review by the Supreme Court of the United 
States upon certiorari or certification as provided in sec- 
tions 239 and 240 of the Judicial Code, as amended. 


(b) The commencement of proceedings under subsec- 
tion (a) to review an order of the Commission issued under 
section 8 (e) shall operate as a stay of the Commission’s 
order unless the court otherwise orders. The commence- 
ment of proceedings under subsection (a) to review an 
order of the Commission issued under any provision of this 
title other than section 8 (e) shall not operate as a stay 
of the Commission’s order unless the court specifically so 
orders. 


Sec. 44. The districts courts of the United States and 
the United States courts of any Territory or other place 
subject to the jurisdiction of the United States shall have 
jurisdiction of violations of this title or the rules, regula- 
tions, or orders thereunder, and, concurrently with State 
and Territorial courts, of all suits in equity and actions 
at law brought to enforce any liability or duty created 
by, or to enjoin any violation of, this title or the rules, 
regulations, or orders thereunder. Any criminal proceed- 
ing may be brought in the district wherein any act or 
transaction constituting the violation oceurred. A criminal 
proceeding based upon a violation of section 34, or upon a 
failure to file a report or other document required to be 
filed under this title, may be brought in the district where- 
in the defendant is an inhabitant or maintains his princi- 
pal office or place of business. Any suit or action to en- 
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force any liability or duty created by, or to enjoin any 
violation of, this title or rules, regulations, or orders there- 
under, may be brought in any such district or in the dis- 
trict wherein the defendant is an inhabitant or transacts 
business, and process in such cases may be served in any 
district of which the defendant is an inhabitant or trans- 
acts business or wherever the defendant may be found. 
Judgments and decrees so rendered shall be subject to re- 
view as provided in sections 128 and 240 of the Judicial 
Code, as amended, and section 7, as amended, of the Act 
entitled ‘‘An Act to establish a court of appeals for the 
District of Columbia’’, approved February 9, 1893. No 
costs shall be assessed for or against the Commission in 
any proceeding under this title brought by or against the 
Commission in any court. 


28 U. S. C. $1291. The courts of appeals shall have 


jurisdiction of appeals from all final decisions of the dis- 
trict courts of the United States, the District Court for the 
Territory of Alaska, the United States District Court for 
the District of the Canal Zone, the District Court of Guam, 
and the District Court of the Virgin Islands, except where 
a direct review may be had in the Supreme Court. As 
amended Oct. 31, 1951, ce. 655, § 48, 65 Stat. 72€. 
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APPENDIX B 


HOW MINIMUM AMOUNT OF LIFE INSURANCE IS DETER- 
MINED—ITS COSTS—RATIO OF COSTS OF INSURANCE 
TO COSTS OF “VARIABLE ANNUITY” 

The specimen contract includes decreasing term life 
insurance for the first five years of the accumulation period 
and a permanent and total disability rider. 


The permanent and total disability rider may be in- 
eluded at the election of the contract holder (Pls. Exh. 
No. 2, p. 6, 1 App. 127-128).’ If elected, the premium for 
this coverage is deducted from the annual ‘‘premium”’ paid 
to VALIC to arrive at what the contract calls the ‘‘Basic 
Annuity Premium’”’ (Pls. Exh. No. 1, p. 1, ‘‘Premiums,’’ 1 
App. 132). If the contract holder does not elect to have 
permanent and total disability insurance the entire 
premium which he pays is the ‘‘Basie Annuity Premium”’ 
(2 App. 581). In the contract under consideration the 
annual premium for this coverage is $39.60 per annum out 
of a total annual ‘‘premium’’ of $1000 (id.); the ‘‘Basic 
Annuity Premium’’ is $960.40. 


Concerning the decreasing term life insurance, the fol- 
lowing is found in VALIC’s ‘‘General Information and 
Rates’’ book (Pls. Exh. No. 2, 2 App. 583, 586): 


3. Life Insurance 


All individual deferred annuity policies will be 
issued with a minimum amount of life insurance on 
the annually decreasing term plan unless the appli- 
cant fails to meet the Company’s insurability require- 
ments. In the case of annual premium policies, the 
initial amount of insurance in the first policy year 


* This election is not available to persons age 0 through 9, or after age 55. 
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will be equal to five times the annual basic annuity 
premium. In the case of single premium policies, the 
amount of life insurance in the first policy year will 
be equal to one-half of the single premium. In both 
the annual and single premium eases, the amount of 
insurance will decrease one-fifth each year until at 
the end of the fifth year it will be zero. 


* * * 


6. Limits—Age, Amount of Premium 


(a) Age of Issue. The minimum amount of life 
insurance with individual annual premium and single 
premium deferred annuities, will automatically be is- 
sued to applicants from age 0 to 60, inclusive, unless 
the applicant fails to meet the company’s insurability 
requirements. Individual policies without life insurance 
will be issued to (1) applicants from age 60 to 70 
inclusive; and (2) from age 0 to 60 on uninsurable 
applicants. * * * 


By referring to the same exhibit at the page for age 35 
the amount paid by a contract holder for the 5-year term 
decreasing life insurance can be computed (1 App. 126-127). 
On that page we find a table showing ‘‘ Percentage of Basic 
Annuity Premium Applied to Provide Deferred Annuity 
Benefits—Annual Premium Policy.’’ This table has two 
columns: one ‘‘ With Life Insurance,’’ one ‘‘ Without Life 
Insurance.’’ The differences between these percentages 
for the first 5 years give the percentage of the ‘‘Basic 
Annuity Premium’’ applied to pay the premium for this 
insurance coverage. The following table shows the compu- 
tations for the specimen policy with a ‘‘Basiec Annuity 
Premium of $960.40 starting at age 35’’ (1 App. 126-132) 

*A like computation can be made for any age. See VALIC’s “General 


Information and Rates” book (Pls. Exh. No. 2, 2 App. 615-630) for the 
various ages. 





89 


% of Basic Annuity Premium Applied to Provide Ac- 
cumulation Units 


Policy With Without Percentage Dollar Value 
Year Life Ins. Life Ins. For Ins. of % for Ins. 


44.79% 3.21% $ 30.83 
85.27 : 26.22 
85.82 ; 20.94 
86.45 a5 14.89 
87.17 é 7.97 

otal dollars for ins. ....$100.85 


Thus, out of the $45 0 of total ‘‘premiums’’ which the 
contract holder would pay to VALIC in the first 5 years of 
the contract, only $100.85 or 2% of the total would be 
applied to life insurance premiums; and, if the contract 
holder continued his payments to the maturity date, a peri- 
od of 30 years, paying a total of $30,000, only $100.85 or 
3/10 of 1% would be applied to life insurance premiums. 
Since the term of the contract from date of issuance to the 
‘‘maturity date’’ can extend from date of birth to age 70, 
even if the 5-year decreasing term life insurance is included 
in the ‘‘variable annuity’’ contract, its costs are an infini- 
tesimal part of the total contract payments made by a pur- 
chaser. 





